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PREFACE TO THE FIRST EDITION 


I HAVE tried in this book to state the principles of economics in 
such form that they shall be comprehensible to an educated and 
intelligent person who has not before made any systematic study 
of the subject. Though designed in this sense for beginners, the 
book does not gloss over difBculties or avoid severe reasoning. No 
one can understand economic phenomena or prepare himself to 
deal with economic problems who is unwilling to follow trains of 
reasoning which call for sustained attention. I have done my best 
to be clear, and to state with care the grounds on which my con- 
clusions rest, as well as the conclusions themselves, but have made 
no vain pretense of simplifying all things. 

The order of the topics has been determined more by convenience 
for exposition than by any strict regard for system. In general, a 
subject has been entered on only when the main conclusions relat- 
ing to it could be followed to the end. Yet so close is the connec- 
tion between the different parts of economics that it has been nec- 
essary sometimes to go part way in the consideration of matters on 
which the final word had to be reserved for a later stage. Taxation 
has offered, as regards its place in the arrangement, perhaps the 
greatest difficulties. It is so closely connected with economics that 
some consideration of it seemed essential; whereas public finance in 
the stricter sense, whose problems are political quite as much as 
economic, has been omitted. Yet a suitable place for taxation 
was not easy to find. I concluded finally to put the chapters on this 
subject at the very close, even though they may have the effect of 
an anti-climax coming as they do after those on socialism. 

The book deals chiefly with the industrial conditions of modern 
countries, and most of all with those of the United States. Eco- 
nomic history and economic development are not considered in 
any set chapters, being touched only as they happen to illustrate 
one or another of the problems of contemporary society. Some 
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omitted eiitirely the usual chapters or sections on definition, 
methodology, and history of dogma; and have said little on such a 
topic as the subjective theory of value, which in my judgment 
is of less service for explaining the phenomena of the real world 
than is supposed by its votaries. These matters and others of 
the samp, sort are best left to the professional literature of the 
subject. I hope this book is not undeserving the attention of 
specialists; but it is meant to be read by others than specialists. 

Though not written on the usual model of textbooks, and not 
planned primarily to meet the needs of teachers and students, 
the book will prove of service, I hope, in institutions which offer 
substantial courses in economics. The fact that it is addressed 
to mature persons, not to the immature, should be an argument 
in favor of such use rather than against it. Being neither an 
encyclopedic treatise nor a textbook of the familiar sort, it offers 
no voluminous footnotes and no detailed directions for collateral 
reading. When facts and figures not of common Icnowledge have 
been cited, my sources of information have been stated. At the 
close of each of the eight Books into which the whole is divided, 
I have given suggestions for further reading and study, mention- 
ing the really important books and papers, 

I have expressed in the text, as occasion arose, my obligations 
to the contemporary thinkers from whom I have derived most 
stimulus. For great aid in revising the manuscript and proof, on 
matters both of form and substance, I am indebted to my col- 
leagues Drs. R. F. Foerster and E. E. Day of Harvard University. 

F. W. TAUSSIG. 


BUeVARD UmVEKSITY, 

March, 1911. 



PREFACE TO THE THIRD EDITION 

Fob the present edition the text has been revised thruout and 
considerable rearrangements and additions have been made. 
Some passages have been transposed, notably certain sections in 
the chapter on Capital in Volume I, which have been shifted to 
the chapters on Interest in Volume II. Various passages on pro- 
posed monetary reforms -which had been distributed under dif- 
ferent heads are now brought together, and amplified with new 
matter, in a separate chapter on that topic. There is also a sep- 
arate chapter on Great Fortunes, containing mainly new matter. 
In Book VI (Labor Problems) an introductory chapter on Wages 
and the Wages System has been added. On the other hand some 
sections on bimetallism and other topics of lessening importance 
have been omitted. The whole of the chapter in Volume II on 
the General Property tax has also been omitted. 

The most important changes are those necessitated or suggested 
by the events of the Great War. The treatment of the banking 
3ystem of the United States has been entirely rewritten in view 
of the great and rapid changes that took place during its course. 
That of paper money has been extended so as to include an account 
of the war issues. In the closing Book of Volume II, on the prin- 
ciples of taxation, a complete revision has led to the elimination 
of some details no longer apposite. 

It cannot be said that the experiences of recent years have com- 
pelled any serious modification of the exposition of economic 
principles. On the contrary, the predictions and. warnings of 
the economists have rather been confirmed. But the war led to 
quite extraordinary phenomena, which, while largely illustrative 
of familiar principles, have still called for some further explana- 
tions. Within the limits imposed by a book covering so wide a 
range of topics, I have endeavored to bring out the economic 
lessons of the great struggle. 
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Wealth AND Labor 

Section 1. The subject matter of economics, 3 — See. 2. Wealth; free 
goods ; economic goods. Wealth and welfare, 5 — Sec. 3. Goods may 
become economic thru mere scarcity ; but commonly do so because 
of the exertion of labor, 7 — Sec, 4. Activity may be irksome or pleas- 
urable. Labor usually is continuous, monotonous, irksome, 8 — Sec. 5. 
Some sorts of labor always pleasurable, 10 — Sec. 6. The irksomeness 
of most labor to be lessened bv better general opinion, and by greater , 
leisure thru shorter hours, 12. 

§ 1. To define with accuracy the scope and contents of eco- 
nomics is not of importance in the earlier stages of its study. 
The precise demarcation of its subject matter, and its relation 
to other branches of knowledge, can be understood only when 
something is known of its main conclusions. It suffices at the 
outset to indicate by an example what is the nature of the prob- 
lems dealt with. A good example is found in the economic 
position of one of the most familiar articles of use — water . 

In a thinly settled community, where springs and streams 
are abundant, water is free to all. No question can arise as 
to its ownership or as to the mode in which the community should 
deal with it. Every one is fortunate in having an unlimited » 
supply. No one can gain advantage by taking possession of 
part of it, or devoting labor to jrocurm^t| . 

I Water under such conditions is said to be a “free” good, not ' 
I an “economic” good, It is not an economic good, in the sense 
that no economic problems arise regarding it. Every one has 
all he wants, and thereby is prospered; what more is there to 
say? 

A stage may come very early when some labor will be given 
to making the water conveniently available, and when it will 
be no longer strictly a free good; and when yet no economic 
questions of any complexity arise. The individual may dig 
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a well, or pipe the water from a spring or stream to his dwelling. 
The very first economic problem, that which may even be con- 
sidered the fundamental problem, then emerges: How much 
effort is it worth while to give to the supply of this convenience? 
But the problem remains a very simple one, so long as the in- 
,1 dividual exerts himself to satisfy his own wants only. There 
is no dealing with others, no sale, no question of price. If men 
were to work solely for the satisfaction of their own wants the 
difficult economic questions would not arise at all. 

A more complex stage is reached when water is brought in by 
some individuals and sold to otirers. In oriental towns the 
water carrier, with his runlet or skin, is still a familiar figure. 
In ow own cities private individuals sometimes sell carboys of 
spring water or distilled water. Here questions of sale and price 
t What settles the terms on which water is sold ? What 
the earnings of those who supply it? Are they in a posi- 
tion of advantage or not? Here are matters less simple. 

I Still another stage (not necessarily a later stage) is reached 
when common action is taken to procure the water. Here the 
problem may remain comparatively simple, or it may become 
one of the troublesome problems of modern communities. The 
traveler in Italy sees the village fountain:, supplied by its aque- 
duct; even in larger towns, through some parts of Europe, the 
public fountain has remained until very recently the chief source 
of supply. The water is po longer stric^ a "free” good, since 
effort and expense were required to bring it where wanted. But 
the effort was made lo% ago, does not need to be renewed (there 
are no expenses of upkeep), and there is so much water that it 
can be used without restriction or regulation. In the modern 
city, however, the case has become different. There are great 
reservoir^ elaborate pumping stations, maips and pipes. Water 
^. supplied abundantly and conveniently to every household, 
is hot. only a va'sft initial outlay for the plant, hut a con- 
qf; Upkeep,, The questions arise, Wb> shall make 
jilai-: snd.mai^ge the s% Shall there he public or 
.. Andi hphethet pudsu public or .private, owner** 
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ship, what are to be the conditions of sale? Conceivably the 
water, if under public management, may still be supplied gra- 
tuitously to all, as it is at the village fountain; or payment may 
be required of the users. The questions of profit arise, of sound 
public policy, of possible monopoly gains, of conflict between 
financial and hygienic considerations. The really complex prob- 
lems of economics arise full-fledged. 

§ 2. To designate these different sorts of conditions, some 
quasi-technical terms are often used: "free goods,” “economic 
goods,” “public goods,” “wealth.” 

What are free goods and what are economic goods hasi^^t 
been indicated. Fresh air, climate, sunshine, are the obt|jU 3 
cases of free goods; so is water under the simplest conditions, 
or standing timber in a thinly settled and well-wooded country. 

Scarcity is the earmark of an economic good scMcity, 
that is, relatively to the demand. Water becomes ah economic 
^d"wB.en effort is needed to obtain it in the quantity desired, 


at the place of use. Conceivably fresh ah will become in the 
future, for considerable numbers of mankind, an economic good. 
It is so already when many persons are gathered in a large room 
or hall. «^Fans, conduits, engines, are installed; it becomes a 
question how the needful efforts shall be best dhected, who shall 
bear the e5q)ense. With the concentration of population in 
great cities, and the multiplication of agencies that pollute the 
air in them, it is pos^le that elaborate means will have to be 
taken for keeping it healthful, l^en the same complex problems 
will present themselves as in the ease of water ; all resting on the 
relative scarcity of the thing in question. 

“ Public goods” are economic goods supplied gratuitotisly to 
individuals, yet involving effort and consequent expense to sqmq 
,/oner Tho free" to the users, they are not free goods. " Such is 
TOfer at the public fountain; such are public education, parks, 
museums, free concerts, bridges, and highways. ^What goods 
shall be public, and by whom the e:q)ense of providing them 
shall be met — whether by levy on all persons, or on some only 
— these are problems as to public functions and as to taxation 
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for defraying their expense; among the most difficult and far- 
reaching that the economist has to deal with. 

It was common in the older books on our subject to define 
political economy (a phrase replaced in modern times by the 
aj ni plftr "economics”) as the “science of wealth.” In this 
usage, “wealth” meant all the economic goods, including the 
public goods. Either term — wealth or economic goods — 
serves to describe the subject matter with which economics has 
to deal; those things whieh_men want, which a,re not free, and 
which preSTthe problems of effor^ of satisfaction thru effort, 

oTffi^^nmtmnof’industey' 

TEvidentiy a community is the better off, the more free goods 
it has and the less the range of things that come within the cate- 
gory of “wealth.” Where unlimited pure water and fresh air 
are at every one’s disposal, the conditions of life are eased by 
so much. A mild and equable climate relieves the people of some 
favored spots from much labor that must be given elsewhere to 
protection from heat or cold. It may be said, with an appear- 
Mce of paradox, that the more things in the nature of wealth 
a community has, the less prosperous it is. The paradox is easily 
solved. The wealth of a community is not the sum total of things 
on which its welfare depends — these include its free goods as 
wdl as its economic goods. The more things are free, the easier 
are the conditions of living. The more things are economic, the 
wider is the range of commodities concerAg which the economic 
problems arise, and the wider is the scope of the science of “ wealth. ” 
The abundance of free goods, tho in itself advantageous to 
a community, does not always coexist with the highest degree 
of prosperity. In tropical and semitropical countries the con- 
ditions of living are on the whole easier than in temperate coun- 
tries." Some sor^s of food are free or nearly free, and protection 
does not need to be provided against the cold of winter. But 
the climate saps energy, and checks the development of physical 
t%0r and of intellectual capacity. Hence the peoples of tem- 

obstacles they have to overcome, 

, , . . . . ^ greater 
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prosperity. So it is with individuals. He who has always had 
abundant means at his command often lacks endurance and spirit, 
and in the end is surpassed in happiness as well as in riches by 
him who had to face harder conditions at the start. 

§ 3. In the preceding paragraph wealth has been spoken of 
as the result of effort. But there are cases where a commodity 
is wealth — is an economic good — even tho it be obtabed 
without effort. A free gift of nature may be wealth, if it is limited 
in quantity. 

Meteoric stones, usually disbtegrated by heat before touchbg 
the earth’s surface, b some instances reach the ground. Bebg 
scarce, and in our days esteemed for scientific research or even lor 
the satisfaction of mere curiosity, they command a price, and, 
tho the free gift of nature, are not free goods in the economic 
sense. On some parts of the seashore the waves, dislodge from 
near-lybg rocks quantities of kelp, which is useful as a fertilizer. 
Like multitudes of other articles, its use is bdirect; it does not 
satisfy wants directly, but is an aid in the operations for satis- 
fybg them. Obviously, it may none the less be wealth. If 
kelp were steadily borne to the shore b such quantities that 
every one could get all he wished, it would be a free good in the 
strict economic sense. But if it is deposited b limited quantities 
on favored spots, and if many farmers are desbous of using it, 
it will command a price as it lies on the beach, before the hand of 
man has touched it. the same quantity which at one time 
was so abundant as to command no price, may be brought by 
the growth of population withb the circle of things bought and 
sold, and so become one of the goods with which economic science 
deals. » 

The same narrowbg of the circle of free goods, and the same 
widening of that of economic goods or wealth, appear if there 
be not a natural, but an artificial, scarcity of goods. A supply 
of water or timber, rmlimited b quantity for the needs of a given 
commimity, may come by force or by long-settled law under 
the control of some bdividual or individuals. By limiting the 
amoxmt which others shall have, the owners may make^^such 
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tMngs a source of income for themselves and cause them to enter 
tie list of economic goods. Monopoly by itself raises some of 
the questions with which economic science has to deal. 

This simplest sort of scarcity may seem to be exceptional- 
and as to the thmgs which we usually think of as goods or com- 
modities, It IS so. The instances just adduced are exceptional" 
|^--%JSsk.i?aiority_qf ca^s commodities become economic 
f I applied to fashioning them Thn 

| relative scarcity) still underlieFthe notion of 

f I 9r ewnomc goods, it is scarcity in the sense that the ma: 

/ need to be adapted to man’s iise by his 

/ ^or., ^bor,pretfortofsomesort,ismuanythecauseorcom 

economic phenomena. 

Thae is one large class of things, however, for which this state- 
ment does not hold: limited natural agents, of which land is the 

yT; . ‘*"5^ "= economic goods in the strict sense leine 

totted m qnsntity Mid of high service in satisfying wants ’ ^ 
power and deep-water sites, for^® la^' 

.on-^o^l^rXy " fwm “r' 

some „f^ h^et intriiltT socS' :Ve!nS"pI 

^rfth it ^ niore than sufficiently familiar 

ttntn the ^ 2 T 

ot the exposition of the whole subfeet. 

mderti^f Some are 

frequently the two sati^fa -f’ ^ ^ward* Not 

tem.the silam. tfcthTs* 

:« andit brings a rwS. “ **- 

:So far -as the nature of the mnan,,?-.. 
e^Bd, no distinction can be dravnfr^^ nervous effort is com 

%;%We activities, ^ WecTtl^r. 3? f ' »P«*Ne and 

teHlilWoi and thoL whirr ‘T r* “ttlartaken 
,, to atm whiA. Me nndertaken for pay. aneh 
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severe physical labor, combinerl with hardship and exposure, 
as mountain climbing, is done for pleasure by tourists and for 
pay by guides. The pursuit of athletic sports is the most fa- 
miliar of Jfecreations and is also a familiar profession. A multi- 
tude of' occupations ordinarily pursued for gain ~ woodworking, 
^gardening, painting, acting are also pursued by many persons 
for the satisfaction which the doing affords. 

None the less it Is true that the greatest part of the activity 
which men carry on in getting a living does not give pleasure. 
The chief reason seems to be that activity, in order to be effective j 
toward getting a living, must be steady, unvaried, and long-j 
continued; and it must be, in an important sense, not. free. 
The characteristic of most activities that are sources of pleasure 
in themselves is the element of freshness or novelty, and the , 
absence of any sort of compulsion. The guide who climbs moun- 
tains year after year, and knows the tracks by heart, sooa finds 
the task a weary one; and this the more, because in order to 
earn his living he must follow his tracks regularly, regardless of 
his health or spirits at the moment. It is the zest of novelty 
and the sense of freedom and dioice that cause pleasure in tho 
8ummer’.s strenuous vacation. Inactivity and idleness soon be- 
come irksome; but, with few exceptions, steady application to 
the same tadc also soon becomes irksome. 

.• In savage and barbarian communities, the men usually con- 
fine themselves to the chase and to war. The monotonous work 
of cultivating fields and of preparing food is left to the women. 
Tho hunting and fishing often entail the severest hardship, they 
do not commonly endure long, and they are almost surely varied 
by changes and respites. The variety and the sudden changes! 
give play for emulation and for satisfying the love of distbetion; 
“—that for daughter al^j instincts, which have a powerful effect 
b many fields of economic activity. An alternation of periods 
of complete idleness mid of feVeriah activity b characteristic of 
those eariy »tag*M of soriety in wHrii men ^ve ihanselves to 
the unchecked satiislaction Af thrir mrt|hbdvei,ipr(^eB3ities. 
,,;^he sort of: 
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ilized societies, and that which brings the largest product, is 
mainly of the continuous, monotonous, and irksome kind- This 
is more especially the case where the division of labor has been 
much 'felaborated. The wide extension of the division of labor, 
as we shall presently see, has been a main cause in modern times 
of the greater abundance of material goods, and of the extraor- 
dinary advance in material prosperity. But it has probably 
also been a cause of greater weariness and unattraotiveness for 
most labor. Even in the simpler and older form of the division 
of labor, where one man was carpenter, another smith, another 
cobbler, there was of necessity a steady repetition of operations 
and no little monotony of work. But in the remarkable splitting 
up of occupations which has resulted from the elaboration of ma- 
chinery in modern times, it is rare that a workman does all the 
work of his trade, or even knows how to do it. He is no longer 
a cobbler making a whole shoe, but a factory hand attending hour 
after hour and week after week to the same minute piece of ma- 
chine work. Moreover, in a dense population and _with strictly 
enforced ownership of property and of land, he is under compulsion 
to do continuous work of some such sort, in order to keep body 
and soul together. He lacks variety, and he lacks freedom. He 
may find pleasure in exerting himself strenuously at sports ; but 
the labor of getting his living yields in itself little satisfaction. 

§ 5. Some sorts of labor, tho pursued systematically and con- 
tinuously, seem never to become wearisome. This is the case 
with much intellectual labor, especially that of persons who are 
engaged in the purshit of knowledge and in the satisfaction of 
man’s insatiable curiosity about the things that surround him. 

' Persons of artistic temperament — painters, musicians, poets — 
have often so strong an instinctive bent toward one kind of ac- 
tivity that nothing can hold them from it apd nothing ever pall 
y the pleasure of the exertion. And any occupation which satisfies 
1 the^ instinct of emulation has unceasing charm. He who can 
aelpeve things which few can achieve, and which many would 
Jike>.to achieve, rarely tires of his work. The actor, even tho 
his, bccupation involves the monotonous and long-continued 
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repetition of the most trifling details, never fails to get a thrill 
of pleasure from the breathless silence or stirring applause of his 
audience. Were he compelled to go thru his part as often and as 
rigorously under the cold supervision of an indifferent supervisor, 
and under that only, how flat and stale it would become! For i 
a similar reason, work of leadership and command almost always^ J 
is continuously pleasurable. It satisfies the love of distinction i; 
and the desire for domination; and it has a real or apparent ‘ 
element of freedom. Hence the work of the employer commonly 
affords more satisfaction than that of the employee, and often 
is continued, from mere love of the doing as well as from habit, 
long after the reward or profit from the exertion has ceased to be f 
'valued. ■; ■ | 

These exceptions should not blind us to the fact that by far 
the greater part of the world’s work is not felt to be pleasurable. I 

Some reformers have hoped to reach a social system under which t 

all work would be in itself a source of satisfaction. It is probable I 
that such persons are made optimistic by the nature of their own 
doings. They are writers, schemers, reformers; they are usually 
of strongly altruistic character, and the perforniance of any duty | 
or set task brings to them the approval of an exacting conscience ; ] 

and they believe that all mankind can be brought to labor in their | 

own spirit. The world would be a much happier place if their state | 

of mind could be made universal. But the great mass of men are I 

of a humdrum sort, npt born with any marked bent or any iofti- | 

ness of character. Moreover, most of the world’s work for the | 

satisfaction of our primary wants must be monotonous, and often 
rough and coarse. There must be ditching and delving, sowing I 
and reaping, hammering and sawing, and all the sustained physical | 
exertion which, however lightened by tools and machinery, yet | 
can never be other than labor in the ordinary sense of the term. 

Reference has just been made to a greater monotony of labor 
in modern times, under the influence of growing use of machinery | 

and growing specialization of labor. But the extent of the change | 

in this regard may be easily exaggerated. Ruskin has dwelt I 

on the charm of the medieval craftsman’s task, who felt the joy | 
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of work that had beauty and character. Yet this joy was probably 
shared by few in medieval times or in any other. Then, as now, 
most work involved the repetition of tlie same operations, and 
was fek to be tedious and exacting. It is not easy for us to 
picture the conditions of life in earlier societies, organized in a 
very different way from our own; but it is more than probable 
that the mass of mankind found their tasks on the whole no pleas- 
anter or lighter then than now. 

§6. We may hope that as the material conditions of man- 
kind improve, especially in the countries of advanced civiliza- 
tion, gains will be achieved as regards the irksomeness of ordinary 
labor. Some alleviation will come from a mere change in the 
state of opinion in the community. The sense of distinction 
affects the satisfaction from exertion. ^ task admired is an 
attractive task, and one despised is unattractive. / The common 
attitude of the more favored classes has long been to contemn 
manual labor and those who perform it. Such was the natural 
attitude in communities based on slavery oJ on its successor 
feudalism; and such remains too often the attitude of that leisure 
^ class which in modern times apes many of the traits of feudalism. 
The growing deiaacrjitization, of society may be expected to 
change this, and to raise the dignity and self-respect of labor of 
all kinds, manual or mental. Greater ease of movement between 
different classes and greater equalization of their conditions will 
add to the esteem in which all kinds of manual labor are held, 
and may remove some at least of the causes that now contribute 
to make it unwelcome. 

. The chief mode, nevertheless, in which labor is likely to be 
m‘ade less irksome is not by a change In its character or its in- 
^ trinsic,_ attractiveness, but by a diminution in its severity. It 
’ ' will probably be lightaued by the increasing perfection ^pi.. tools 
and the increasing use of machiaeTy;'1ho"0n^he od^^^ band, it 
may be that from this cause its monotony will become no less, 
b perhaps greater. More important is the prospect that the hours 
? Wlor-aKeJikdyJax.^^ and the hours for recreation 

and yariety correspondingly lengthened. The weariness of la' 
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bor is by no means in proportion to the number of hours spent 
on it For a healthy and well-nourished person, the first hours of 
exertion are not a source of fatigue. Some writers have indeed 
maintained that during these earlier hours — ^ barring perhaps 
a brief initial period of stiffness — there is a sense of pleasure 
rather than of pain. This may be the case in intellectual activity, 
and in some handicraft occupations; and the experience is a 
familiar one in holiday jaunts. But little direct consciousness 
of pleasure comes at any stage from the stated work of the great 
majority of men. The difference between the earlier parts of 
their day and the later is not so much that the former are pleasant 
and the latter unpleasant, as that fatigue does not begin until 
some hours have passed, and then becomes increasingly severe 
with each of the later hours. When indeed the hours of labor are 
unduly prolonged, fatigue becomes so great and so deep-seated 
that the period of rest and sleep does not suffice to remove it. The 
next day begins again with fatigue, and worse succeeds worse.| 
Such was the effect of the factory system in its early stages in 
England; such is still the situation in backward countries like 
Russia. Under these wretched conditions, the work of the day 
has covered eleven, twelve, even fourteen, hours. In the United 
States in our own day, some of the steel-making industries, whose 
operations go on night and day, have had two shifts, in each of 
which the men worked twelve hours. In such industries the sub-’ 
stitution of three shifts and the reduction of hours in each from 
twelve to eight bring immense progress toward a life of tolerable 
happiness. 

The movement for shorter hours has been one of the most 
beneficent aspects of the betterment of material conditions in 
civilised countries during the last two or three generations. The 
day^s labor was first cut down to eleven and ten, partly by the 
pressure of workmen’s organizations and partly by legislation 
restricting the hours of women and children employed in fac- 
tories. It is still in process of being reduced. The ideal of the 
trade unions is now to lower it to eight hours; a limit which has 
already been reached in the more prosperous and highly paid 
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trades, and is likely to be attained by a larger and larger propor- 
tion of workers. We shall have occasion to consider at 

a later stage the significance of this shortening of the period of 
work, the nature and causes of the gains so secured, and some 
fallacies which have attached themselves to the short-hour move- 
ment.^ But in itself that movement should have the sympathy 
of every friend of humanity. 

Notwithstanding all the alleviations of the irksomeness of labor 
— thru moderate hours and moderate tasks, free time for recrea- 
tion, a rational respect for labor of all kinds — the larger part of 
the world’s work will always be felt to be irksome. A fortunate 
minority may work at tasks which are in themselves pleasurable 
and are not performed chiefly for the return which they bring. 
But most work is now undertaken for reward, would not be done 
without reward, and is strenuous and well directed in proportion 
to the reward. It is doubtless true that the mass of mankind, 
tho they find their labor irksome or repellent, are yet happier 
than they would be under complete idleness, or with only that fitful 
kind of exertion which attracts the savage. But labor is commonly 
felt to be a hardship, and the pay which it secures is the domi- 
Upant motive for undertaking it. The fundamental problems that 
yBirise in economies are concerned with the relation between un- 
Hwelcome exertion and the remuneration which induces that ex- 
|ertion. 


i See Chapter 58* 


CHAPTER 2 


Of Labob in Peoduction 

Section 1. Labor given to materia! objects deemed alone productive by 
earlier English economists. Objections to this view^ 16 — Sec. 2. Labor 
creates utilities only; all labor that issues in utility is productive. Is 
there nonmaterial wealth? 17 — Sec. 3. Is there any unproductive 
labor? Labor given to things harmful, 20 — Sec. 4. Labor of judges 
and lawyers; of soldiers, 23 — Sec. 5. Predatory labor. ^'Business.'' 
The law and unproductive labor, 25. 

§1* The relation of labor to production may seem simple J 
Yet it has been the occasion of great dijGFerence of opinion among 
acute thinkers, and it presents some nice questions. 

We commonly speak of a tailor as making clothes, a carpenter 
as making a table, a cobbler as making boots. The familiar 
phrase, like most such, is elliptic, and it leads easily to misunder- 
standing. The labor of the tailor but gives the finishing touch 
to the work previously done by a long series of persons — the 
shepherd who tended the flocks, the wool shearer, those who 
^ transported the wool by land and sea, the carder and spinner and 
weaver, not to mention those who made the tools and machinery 
of these workers. Similarly the carpenter is the last of a suc- 
cession of persons who worked toward a common end — the 
lumberman in the woods, the sawyer in the mill, the trainman and 
the engineer on the railway, and so on. Many laborers, ar- 
ranged in long series, combine in making even the simplest com- 
modities. 

But it is clearly all these laborers, taken together, who pro- 
duce the commodities; and can it not be said these alone are 
the producers of wealth? Wealth has been described as con- | 
sisting of those goods which are not free. Thejterai^^^r^^ pri- \ 
marily to things that are tangible and material Many laborers 
produce no wealth in this sense. Such are domestic servants. 
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policemen, actors, singers, teachers. Does not their work stand 
in a different relation to production from that of laborers who 
make material things and carry on production in the common 

meaning of the word ? 

This was the opinion of many of the earlier writers on eco- 
nomics, especially the English writers from Adam Smith to John 
Stuart Mill. Their view was that only such laborers as turned 
out material things were productive; all others were unpro- 
ductive.' A liberal interpretation was indeed given to their 
definition of the productive laborers. Not only those who di- 
rectly handled materials and fashioned them were included 
— the day labdrer, the carpenter, and the smith; but those also 
by whom the operations were guided and promoted — the em- 
ployer who directed the manual laborers, the foreman and the 
engineer, the teacher who trained the engineer. Even the 
teacher of the humblest workman may conceivably be re- 
garded as contributing to the operations of material production 
in so far as the diffusion of even the rudiments of education 
raises intelligence and adds to efficiency. But with the widest 


latitude in interpretation, a great range of persons, doing all 
sorts of work and by it earning a living, remained outside the 
class of the so-called productive laborers. Domestic servants, 
lawyers and judges and policemen, all the army and navy, not 
to mention persons who provided mere amusement, were classed 
'as ""unproductive. As Adam Smith remarked, “in the same 
^ dais [of unproductive laborers] must be ranked, some both of 
1 the gravest and most important and some of the most frivolous 
professions: churchmen, lawyers, physicians, m^n of letters of 
all kinds; players, buffoons, musicians, opera singers, opera 
dancers.” ' 

This distinction between productive and unproductive 
laborers was early attacked and long debated. It was pointed 
opt that it s^jgmed to affix some sort of stigma — an accusation 
of i uselessness, of being in need of support from others — ■ on 
^w^ole dasses of persons whose work was admitted to be hon- 
.;drable and often seemed to be indispensable. But this was 
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after all not material; whether or no an “unproductive^^ occu- 
pation was to be regarded as honorable, the essential question was 
and is whether there are differences between th*"’ kind of work 
and the other which are important for the welfare of the 
community. It was much more to the point that the distinc- 
tion led to difficulties and inconsistencies. The musician was 
regarded as an unproductive laborer ; was the artisan who 
i made his instrument — - his violin * — ' nevertheless productive ? 
The labor O'! the violin-maker issued in material wealth, or, 
as Adam Smith said, in “a vendible commodity/^ Yet its only - 
object was to make an instrument to be used by the musician; 
and was not the consistent view that of regarding the two sets 
of persons as combining for a common result^ just as the sheep 
shearer, the weaver, and the tailor combine in making clothing? 
And if thus working together for the same end, was one to be set 
apart as productive, the other as unproductive? All members 
of the navy and army were classed as unproductive; yet those 
who buib* the ships, made the guns and the powder, were sup- 
posed to be productive. If one set were unproductive, why not 
the other ? 

§ 2. The solution of these difficulties is indicated by a con- 
ception which the British economists, tho they followed it in 
other directions, were curiously slow to use with reference to 
their discussion of productive labor. Itjpoints_tq^ | 

or utilities, as the aim and end of production. We shall see, ? 
as we progress, how in various directions economic science gains, 
and is often brought to unity and consistency, by the analysis 
of production as ending in utilities. 

If it is a misleading use of language to speak of a carpenter as 
“making” a table; it is also misleading, tho in a different way, 
to speak even of a group of associated workers as “making” any- 
thing at all. The lumberman, the sawyer, the railway crew, 
the carpenter, between them are impotent to add to the amount 
of matter in the world. All that man can do is to'^change forms 
and combinations. And just this he does. He fashions and re- 
fashions material things. He puts them into forms in which they 
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serve Ms wants. Such is obviously the nature of the carpenter's 
work, the tailor's, the cook's. It is not less true of those whom 
we describe as ^'producing materials." The plants from which 
man secures the greatest part of his food and most of the material 
he uses, get their constituent parts from the soil and the air. What 
man does is to arrange conditions favorable for their growth. 
The minerals which he uses are a fixed store in the earth's crust. 
When we say that coal is produced, we mean that it is brought 
to the surface and made available for our use. 

The modes in which man brings about util^^^^^ 
are many. Not only are plants grown, and coal, iron, copper 
brought up from the mines; not only are these raw materials 
shaped and adapted for their different uses — they are also 
transported to the places, often very distant, where they reach 
the hands of those whose wants they finally satisfy. They are 
bought by Traders from one set of persons, and sold again to an- 
other; and among the traders there is a didslon of labor, some 
buying at wholesale and selling again to tie retailers, who in turn 
dispose of the commodities to their Customers. The phxase 
v^^,£li!Q§..Utility" has been Used to describe the contributions of 
those engaged in transportation and trade ; and it serves to bring 
into relief the fact that such persons, tho they do not shape or 
fashion commodities, yet contribute to their utilization. 

Now, since the essence of production is that it leads to satis- 
factions or utilities, ^fo llow s any labor^Pi: j^ort jhat^iel^ 

musicTan whose performance brings 
US Measure does precisely the same sort of thing as the florist 
whose blossoms last a few hours. The domestic servant contrib- 
utes to our ease just as does the artisan who supplies the furni- 
ture for our dwellings. No doubt there are gradations in the 
importance of the wants supplied by different workers. The 
essentials of life are most important ; the conveniences and luxuries 
come after them; and these gradations, as we shall see, have 
economic consequences. But they are not significant for our 
present purpose ; they give no ground for distinguishing between 
those producers who embody iftilities in material objects^ and those 
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who do not. If we were called on to dispense with the services 

of some of the producers, we might put aside, as easily spared 

first, the buffoons and the opera dancers who figure as unproduc- 
tive in Adam Smith’s list. But we might also put aside at once 
the scene painters at the opera, the printers of trashy books, the 
makers of cloying sweets and noxious drinks. And if, on the 
other hand, we were called on to say what producers we should 
f: retain to the last, we should select not only those who supply 

the material things essential for existence — ’food, clothing, 
shelter — but also the physician who preserves our health and 
the teacher who maintains the education on which civilization 
rests. The distinction between things essential and things dis- 
f pensable is by no means the same as that between material and 

immaterial sources of utilities. 

We conclude, then, that all whose labors satisfy wants — all || 
those who bring about satisfactions or utilities — are %o be reck- If 
' oned as taking part in production, and are to be called produc- 

tive laborers. Certain it is, whatever phraseology we care to apply, 
that no conclusions of importance for economics flow from the 
h distinction between those who shape material wealth and those 

who bring about utilities of other kinds. And the test of the value 
of a distinction or classification is always that significant proposi- 
tions can be laid down concerning the things put into a given 
!i class which do not hold for those outside the class. 

This conclusion also enables us to dispose of an allied question : 

Is there nonmaterial wealth? Those who denied the old prop- 
'' osition— ^^who maintained that labor which did not embody a 

I utility in material objects was nevertheless productive — often 

I maintained that there was such a thing as "nonmaterial” wealth, 

f The phrase certainly is not in accord with common usage. We 

I 'think ordinarily of wealth as something that can be kept and 

! accumulated, and intend by it tangible things; and in this sense 

it is a contradiction in terms to speak of nonmaterial wealth. 
But if we use the more technical and therefore more precise 
phrase, '‘economic goods,” we include aU those things and serv- 
ices which satisfy human wants and are not to be had free,. 
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The services of those whom Adam Smith and his followers called 
unproductive laborers come under this head. They are desired 
and prized, often highly prized j and they are yielded by human 
effort. The rewards earned by these efforts are an important 
topic in economic science, and the utilities provided are an im- 
portant part of the sum of utilities which constitute, in the 
last analysis, the community’s income. If we mean by wealth 
anything about which economic problems arise, we must make 
the terms coextensive with the term “economic goods”; and then 
we may speak of nonmaterial wealth. 

§3. From this interpretation of the terms, it would seem to 
follow that all labor belongs to the productive class. If not only 
the butcher and the baker are in this class, but the barber and 
the fiddler, do any remain who are to be regarded as unproductive ? 

Obviously, there are some persons who are outside the pale 
of productive activity. The paupers, thieves, swindlers, ne’er- 
do-wells, are parasites. Thieves and swindlers often exert them- 
selves severely, tho not often continuously. But their activity is 
■ purely predatory. They contribute nothing; they simply try 
to get things away from others. Whether or no we should apply 
the term "labor” to their exertions, it is certainly not to be called 
productive labor. 

A different question arises as to some labor carried on without 
violation of the law and without conscious delinquency, yet cer- 
tainly of doubtful aspect. A quack medicine, containing in- 
gredients which the maker knows to be noxious, or at best harm- 
less, may be puffed by mendacious advertising into widespread 
use. Can it be said that the labor devoted to preparing it and 
persistently circulating lies about it is productive of satisfactions, 
and therefore to be reckoned as productive labor? 

To take another case, of still a different sort, what .shall we 
say of the labor given in well-nigh all communities to the pro- 
dtiction and sale of intoxicating liquors? Among physiologists 
the settled conclusion is that tho the use of these stimulants in 
the lighter forms may lead to no serious harm, that of distffled 
“spirits is' overwhelmingly bad. It is certain +hat an immense 
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amount of misery and vice comes from the widespread use of 
strong liquors; that the diminution in their consumption during 
the last generation or two has brought betterment for mankind; ; 
and that the world would be a much happier place if drunkenness 
could be stamped out. What has the economist to say of labor t 
given to the production of things harmful ? \ 

These cases call for discrimination. They may be cases of ^ 
fraud and deceit. They may be cases of wants misdirected, but I 
none the less wants really felt and really satisfied. 

Fraud and deceit mean that a person does not secure that which | 

he expected and was led to expect. In an ordinary sale, the } 

seller is not presumed by the law to give a guarantee as to the | 

quality of the thing sold : cawai emptor. But where a guarantee | 

is given, or a precise description equivalent to a guarantee, the | 

buyer has a remedy in the courts. I 

The distinction made by the law is substantially that which 
the economist would make. The quack medicine may be a draft ; 
of flavored water or disguised alcohol. But so long as the pur- 
chaser wants this sort of thing, and buys because he has a notion ' 
it will do him good, the purveyor adds to the sum of satisfactions. ? 

The case is different where the purchaser wants one thing, and is ■; 

deceived into taking something else; since then his felt wants \ 

are not satisfied. Intermediate is the case where the purchaser ; 

does not know precisely what he wants, and is wheedled into taking [ 

something which the other man wants to sell. Here it is often i 

difficult to draw the line. Is the buyer foolish, or is he swindled ? 

Does the seller lie outright, or is he merely expansive in praise i 

of his wares? What the law can do is to aid in making the situa- I 

tion dear ; and this is particularly needful where the consequences j 

of misunderstanding are serious. Hence the pure-food and pure- | 

drug legislation, and the legislation requiring that the composition j 

of nostrums be precisely stated on their labels. ^ 

Where the want is really felt and really satisfied,^ the labor that 1/ 
brings satisfaction must be adjudged by the economist produc- | 
j tive; and this, even tho the ultimate consequences be harm- I 
I ful. Iffie keeper of a dramshop is a productive laborer, even 
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though he purveys something which often causes misery. To 
enter on inquiries about the final effect on human welfare would 
raise many questions of a different sort from those within the 
strict range of economics ; inquiries which, if consistently followed 
in all cases, would range into almost every field of knowledge. 
There are physiologists who believe that meat, tho men like it. 
is unnecessary for nourishment and is frequently a cause of disease, 
Others maintain that sUch stimulants as tea and coffee are of 
ill effect; that health and happiness are promoted by abstinence 
from them. To judge between these various advocates and 
: reformers is no part of the essential task of the economist. So 
I long as a person who buys a thing or pays for a service really 
I desires it, the labor which yields him the satisfaction is produc- 
I tive. The economist is concerned to inquire what labor is pro- 
ductive in this sense and what is not, and what are the various 
aspects and consequences of men’s activities in trying to satisfy 
their wants. 

A case which may call for nice distinction between labor that 
"is productive, even tho morally questionable, and labor that 
is predatory, is that of the professional gambler. For example, 
those who maintain the luxurious establishment at Monte Carlo 
may be regarded, on the one hand, as simply purveying to that 
love of games of chance which is so universal as almost to be classed 
as instinct. So far as they do this — so far as the act of gaming 
is pleasurable to their customers — they supply a satisfaction, 
even tho it may be desirable for permanent welfare that such crav- 
ing be kept in check. On the other hand, so far as both parties 
— croupier and gamester — are merely trying to get each other’s 
money, and care not for the play in itself, the activities of both 
are predatory. Just what motive underlies the gamester’s 
wagers may be a matter for nice psychological analysis. No 
doubt the two distinguishable motives — love of play and cu- 
pidity for the other man’s money •— are often combined. There 
are certainly instances enough where the pleasure of the play 
counts for nothing, and where cupidity alone is at work; and 
then the keeper of the gambling establishment is simply predatory. 
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Returning now to such, articles as were considered a moment 
ago— drugs and alcoholic spirits, whose effects may be noxious 
— we may note the obvious distinction between saying that a 
given kind of labor is productive and saying that it ought to be 
exercised. Tho a want may be satisfied by the labor, it does 
not follow that happiness, or the best kind of happiness, is prot 
moted thereby. The law may prohibit horse racing or gambling, 
or the manufacture and sale of liquor, because it is thought best 
that men should not have the gratifications at all. Whether 
a prohibition of this kmd should be enacted raises questions, 
to repeat, of very wide range, to whose solution the economist 
can doubtless contribute, but on winch he says by no means 
the final word. The labor which yields a service may be, in the 
eye of the economist, strictly productive ; but it may be a kind 
of productive labor which had better not be exercised. 

§ 4. The meaning which we afiSk to the word “productive” 
is further illustrated by one of those professions which Adam 
Smith regarded as indeed grave and important, but none the less 
unproductive — the law. With the lawyer may be grouped 
the judge, the policeman, the jailer. In a sense, their services are- 
not necessary. They do not conduce directly to the production 
of material goods or to the rendering of services or utilities to 
consumers. They are inevitable adjuncts to the processes of 
production, rather than immediately contributing factors. If 
all men were honest, truthful, fair-minded, willing to abide at 
once by ihe decision of an impartial arbitrator, the work of the 
legal profession and of all its hangers-on could be dispensed 
with, or at least reduced to insignificant dimensions. If virtue 
were xmiversal, policemen and jailers would disappear, and law- 
yers would have little or nothing to do. Yet the experience 
of all peoples shows that — men being what they are — the 
work of the legal profession becomes indispensable in any com- 
pler society. As property is accumulated and diversified, as 
exchanges between men multiply, as the precise relations between 
different persons come to be carefully defined by law, the business 
of interpreting the complex system is put into the hands of a 
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separate profession. The settlement of differences is intrusted 
to judges; the orderly conduct of affairs is aided by the advice 
of lawyers; the observance of the law is enforced by the police. 
No doubt an ill-devised legal system entails more labor of this 
sort than would suffice under a better system, and the unprej- 
udiced observer must question whether the law of our modern 
communities works as efficiently as it might. But a clumsy in- 
strument, tho it involves more labor than one well adjusted, is 
none the less useful. 

Similar considerations apply to the army and navy. The 
immediate object of the soldier’s work is destruction. He must 
be supported by the rest of the community; he does not con- 
tribute directly to its well-being. Yet military protection has 
been thru almost all history an indispensable condition for tlie 
sustained conduct of peaceful industry. Like the policeman, 
the soldier is needed because of the bad passions of man. And 
even where defense is not necessary, and armaments are main- 
tained from national vanity or senseless rivalry, the soldier never- 
theless must be reckoned productive in the sense that he does 
what people wish to have done and what they pay him for. The : 
army and navy may be only dangerous playthings. But men 
are no less foolish when they pay for tawdry ornaments or vulgar 
amusement. It is not for the economist to sit in judgment on 
their tastes. 

There is indeed a situation in which a military force is, from 
the economist’s point of view, clearly unproductive. This is 
where it is used solely and simply for aggression. pirate is 
^obviously not a productive laborer.h Unfortunately many of 
the heroes of history have been no' better than pirates. The 
armies of the first Napoleon swarmed over Europe, levying trib- 
ute wherever they penetrated. No doubt deep-lying historical 
forces served to bring on the wars of the Napoleonic period. 
Some conflict was inevitable between the old feudal order of 
society and that new order which arose with the French Revolu- 
tion.,.? But the domineering spirit of Napoleon turned the con- 
flict in jts later stages to mere aggression on the one side,, ex- 
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hausting defense against aggression on tke other. That defense 
was necessary; yet all the effort applied both to offense and de- 
fense was in the last analysis a fruitless application of labor. 

Lest this mode of considering the military be judged shallow 
by some of our fellow economists — it is likely to be so regarded 
by many Germans, in whose contemporary civilization prepara- 
tion for war has played so large a part — let it be added that the 
bare economic side of the matter is not the only one to be consid- 
ered. Complex political and social questions present themselves, 
quite beyond the scope of a book on economics. No range of ‘ 
topics brings out more clearly the need of considering problems 
that are partly economic from other points of view as well. Even 
as a problem in economics alone, the industrial progress of man- 
kind has often proceeded in strange ways. (X-ivilization has gone 
forward on the powder cart, as in our Civil Aggression if 

itself sometimes leads to happier ends. The English first took ' 
possession of India in a spirit of sheer rapacity. Yet their rule, 
resting as it still does on force, has much promoted the material 
welfare of the native races. And in the conflicts between civilized 
peoples also, whatever their origin, a better order and a higher 
prosperity have often emerged from wars that were seemingly 
causeless. Reflections of this sort will oceur to every thought- 
ful reader, and lead him to qualify and interpret what has here 
been said of the relating of armaments and wars to the principle 
which underlies the conception of productive labor. 

§ 6. There remain to be considered questions as to the re- 
lations of certain kinds of activity to the productiveness of labor. 

Are any of the business doings which go on in modern society 
to be judged unproductive ? 

When unscrupulous persons solicit funds from the gullible, 
ostensibly for “investment” or “speculation,” and in due time ' 
run off with the money, their labor, systematic and strenuous 
tho it may be, is obviously predatory. Not only they, but the 
clerks and assistants whom they employ (w heth er these be ac- 
complices or innocent) are unproductive. Now S; S mamtaihed 
that, outside range of operations so clearly predatory as to 
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be made criminal by laW; there are others, within the pale of the 
law, whose economic effect is substantially the same. This is 
alleged, to take a familiar example, of speculative transactions 
in general. In our higlily organized modern communities, an 
immense amount of buying and selling is done for a turn in the 
market. A man buys wheat or cotton which he does not want 
and which never gets into his possession; he promptly sells his 
nominal title at an advance in price, pocketing what is called a 
profit. Is any contribution made to the sum of utilities by such 
transactions ? It may be assumed that the pleasure of the game, 
which may be an element in gambling with cards or dice, here 
plays but a negligible part; the motive is simply to get gain some- 
how. The most conspicuous operations of the sort are on the 
stock exchange, where sales and purchases take place on an enor- 
mous scale with no traceable effect in contributing to production or 
to social income. The business involves an elaborate apparatus, 
— brokers, clerks, officers, a periodical press of its own. As 
the clerks of a bare swindler are unproductive, so must be those 
of the broker, if he is himself in the parasitic class. 

But this sort of allegation has been pushed further. A large 
part of what is ordinarily called “business has been placed under 
the same ban. Not only those who are usually called speculators, 
but those who “operate” in real estate — buy and sell land for 
a margin of profit — and the bankers who “handle” stocks and 
bonds are described as mere parasites. Nay, all business men of 
every kind have been condemned by socialist writers as essen- 
tially unproductive ~ that is, so far as they are not directly 
doing work of management and superintendence. By them 
“ business” has been adjudged simply a way of securing a gain 
thru the ignorance or weakness of others, and therefore to be con- 
demned as useless to society. 

The questions here raised cannot be answered imtil after a 
consideration of some very complex matters. But the mode in 
which they should be dealt with and the nature of the answers 
to be sought can be indicated now, even tho with some antici- 
pation of later conclusions. Thus, as regards one of the set of 
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I operations supposed to be unproductive — speculative dealings 

f — it must be admitted that the charge is in part founded. Tho 

I some speculative dealings in commodities and securities serve 

I a useful purpose, others are in large part mere wagers, akin in 

f their economic effect to vulgar gambling.^ Judged by the test 

which we have set up — whether the labor adds to the s um of 
1 utilities — all those who engage in mere wagering speculation 

are unproductive laborers : not only the principals, but the brokers 
who execute their orders, the clerks who record them, the me- 
chanics who put together and operate the “ticker” in the broker’s 
quarters. All belong in the class whose work serves no useful end. 

The same test is to be applied to the activity of business men ; 
but here the balance of gain is much clearer. Tho the greater 
part of speculative dealings is probably of no utility, the greater 
part of business men’s doings has great utility. The indictment 
of the socialists, which charges that they are predominantly un- 
productive, overshoots the mark. The function of the manager 
or leader of industry is of high service in production; even tho, 
like the banker, he may merely advise and select and promote, 
taking no direct part in the management of industry. He adds 
conspicuously to the abundance of commodities and the satis- 
faction of wants. But it is none the less true that in any large 
center of industry there will be found plenty of persons engaged 
in "business” whose doings are essentially parasitic. They pick 
up a living, perhaps a very comfortable one, by shreds and patches 
of dealings, by shrewdness in buying and selling, by waiting for 
land or securities to rise in value. Often they are sober, solid 
citizens, personally estimable; so indeed are, as a rule, the stock- 
brokers who provide the facilities for the gambling speculators. 
These respectable persons would resent with indignation the sug- 
gestion that they belong in the predatory and parasitic class. 
But one of the most remarkable phenomena presented to the stu- 
dent of economics is the ignorance of all sorts of persons regarding 
their place and function in the industrial world. The broker or 
merchant, no less than the mechanic or clerk, sees the little comer 

^ Compate Chapter IX. 
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in which, he is at work, and knows nothing of its relations to the 
community as a whole. The respectability of an employment, 
and even the spirit in which it is pursued, give no certain clew to 

its effect on the general welfare. 

It is the aim of the legal system under which we live — the 
system of private property — to inhibit predatory doings. Hence 
not only physical violence, but fraud and deceit, are forbidden 
and punished. This aim of the law is in the main attained. He 
who earns his living in a lawful manner commonly contributes 
to the sum total of satisfactions. He does what another person 
is willing to pay him for ; or, in the more technical language of 
economics, he brings forth utilities, and so is a productive laborer. 
The view, sanctioned more or less explicitly by some socialist 
writers, according to which the work of manual laborers alone 
is productive, and all the income-earning and money-making of 
the well-to-do classes are unproductive, carries the indictment 
against the existing system too far. But the fact that criticism 
against the working of private property is exaggerated should 
not blind us to the fact that there exist opportunities for securing 
an income or even amassing a fortune, not beyond the pale of the 
law, yet of a kind which the economist must regard as predatory, 
and so unproductive. 

Some opportunities of this kind are due to imperfections in 
the law as it stands. With changes in economic conditions, pro- 
ceedings that once seemed helpful to the promotion of the gen- 
eral welfare, and perhaps at one stage were helpful, cease to be 
so, or remain so only in part. Thus joint stock companies, or 
corporations, have proved a device of great efficacy in further- 
ing improvements in the arts and in securing more abundant 
and varied production. On the other hand, the statutes under 
which corporations may be organized, especially' in our American 
states, have often made possible precisely that evil of which the 
socialist critics complain: mere thimblerigging and plundering. 
The reform of the laws of incorporation in such a manner as to 
keep the good and reject the evil is now one of the pressing prob- 
lems in the United States.’ 
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To discriminate clearly between the operations that are in the 
end helpful toward satisfying wants and those that are not, is 
sometimes impossible even after the nicest weighing of the result? 
by the best judges. The law, for instance, withholds its sane-* 
tion from mere wagering contracts. Yet transactions which are 
wagers cannot be distinguished in outward form from others 
which are useful to society. There is a vague consciousness in 
the public mind that some persons are engaged in “legitimate” 
business, v?hile others doing the same sort of thing are “plungers, ” 
'‘illegitimately” occupied. But to draw a precise line between 
those that may be approved and those that may not, is no less 
difficult for the business man, however intelligent and wide- 
minded, than for the judge or the economist. So it is with 
the law of fraud and deceit. As long as men are free to choose 
for themselves and act according to their own judgments, those 
who are shrewd and watchful will make better bargains than 
those who are dull and unobservant. When does one man over- 
reach another, when does he simply leave him to judge for him- 
self as to his own interests? The probabilities are that for the 
sake of securing the large general benefits that flow from private 
property and competitive dealings we shall always have to permit 
some doings that are on the line between the productive and 
the predatory. If the law brings it about that labor is applied 
in the main to the satisfaction of wants ; if it restrains most of 
the unproductive doings; if the system as a whole works well, 
and these predatory operations are only its loose ends — it will 
be better to accept them as inevitable and to set off against them 
the general benefits. Absolute perfection in human arrange- 
ments is not to be looked for. 


I 
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CHAPTER 3 

The Division op Labor and the Development oe 
Modern Industry 

Section 1. Two forms of the division of labor: the simpler and the more 
complex, 30 — Sec. 2. Advantages from the simpler form: dexterity, 
continuity, adaptation to aptitudes, 31 — Sec. 3. _ Advantage from the 
more complex form: the development of machinery. The industrial 
revolution of the eighteenth century. The use of nature’s power, 33 — 
Sec. 4. Division of labor means unconscious cooperation. Exchange, 
37 — Sec. S. Exchange formerly covered a limited economic area. 
Cheap transportation (railways) makes the area wide, 38 — Sec. 6. 
Wider markets bring more minute division of labor. Illustration’ from 
butcher’s trade, 41 — Sec. 7. The geographical division of labor, illus- 
trated by the tinited States and Great Britain, 43 — Sec. 8. Two sorts 
of gain from geographical division of labor, 46. 

§1, The division of labor is one of the great central facts in 
modern society. From this arise some of the most difficult ques- 
tions of economic theory, the most common popular fallacies, the 
most serious problems of legislation. 

The division of labor may be analyzed under two heads. On 
^ 0th.e one hand there is th e simpler fcan. under which a workman 
ca rries tlgu the whole of one of the stages in production. The 
tailor, the cobbler, the carpenter, ply their several trades. On 
j^''ir)the other hand there is the more complex form, under which 
t here is a splitt ing up of several operations all belonging to one 
stage of production. In more primitive stages of "industry the 
shoemaker might be a tanner, and the whole process of convert- 
ing the rawhide into a shoe thus be in one hand. I^owadays, 
the shoe itself is not put together by the cobbler; it is the work 
of a large number of different workmen in a factory, of whom 
some do nothing but cut the leather, others stitch it, others put 
on the soles, still others the heels, and so on, "with an elabora’ted 
parceling of different operations. 
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Obviously, a hard-and-fast line cannot be drawn between 
these two forms. No craftsman carries thru from beginning to 
end any one operation in production. The tailor buys his ma- 
terials of the cloth maker I tlie cloth maker buys his wool of the 
farmer or grazier. The cloth maker and the grazier in turn buy 
tools of the mechanic, who buys materials from the ironworker 
and woodworker. On the other hand, the tailor does not neces- 
sarily carry his own work thru even the whole of the stage with 
which he is concerned. It may be divided between the cutter 
and the stitcher ; and similarly the cloth maker’s may be parceled 
out between the weaver, the fuller, the dyer. The difference 
between the simpler and the more complex division of labor is 
essentially one of degree. Nevertheless, this difference of de- 
gree is important. The two sorts of arrangement bring about 
somewhat different advantages and give rise to different social 
conditions. 

§ 2, Let us consider first the simpler division of Iabor.j This 
dates far back into antiquity. The familiar crafts are of very 
old standing. The extent to which their names have been adopted 
as surnames shows how, among modern peoples, occupations 
were separated in a comparatively simple state of society, such 
as that of the Middle Ages, when patronymics were in process 
of formation. The Carpenters, Masons, Smiths, Weavers, 
Drapers, Tailors, Dyers, Saddlers, Shoemakers, Millers, Bakers, 
Coopers, and such other common surnames indicate what sort 
of division of labor was maintained for hundreds of years with 
comparatively little change. 

The chief advantage iij. production fropi this form of the di- 
vision of labor is the gain in dexterity which comes from the 
constant practice of the same occupation. So familiar are we 
with thei|||ect of practice that we assume as a matter of course 
the skill which comes from it. Reading, writing, the donning 
of OTir clothes and the lacing of our bdots are effected with ease, 
almost without effort, from the ingrained effects of habit and 
iteration. Piano playing and typewriting are marvelous to the 
inhabituated, easy to the point of indifference for the practised 
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hand. The acquired dexterity of thq craftsman and mechanic 
make their productive capacity vastly greater than it would 
be if each had to carry on a dozen occupations and were half pro- 
ficient in any one. 

Other gains have also been enumerated as accruing from the 
simpler division of labor. There is a saying in time' when the 
same task is followed without interruption. The carpenter, 
even tho no more dexterous than the farmer, can yet accom- 
plish more in the hour or the day than the farmer who tries to 
.do jobs of tinkering in his spare moments. Something also is 
due to the adaptation of tasks to the abilities of the workers. 
There are differences between the inborn abilities of individuals 
even as regards tasks for which training and practise are the 
most important causes of dexterity. Among mechanics a cer- 
tain proportion only have the sure eye and the deft hand which 
are required for the most exacting tasks. It is obviously ad- 
vantageous that they should confine themselves chiefly to these, 
leaving the less exacting to persons of ordinary capacity. Even 
for comparatively simple occupations there are differences in 
the qualifications of individual workmen. The work of a motor- 
man on an electric car seems of the most monotonous sort, easily 
accomplished by any adult. Yet it requires a certain steadiness 
and alertness of attention not possessed by all laborers. How 
far differences of this sort are the result solely of inborn qualities, 
rfhow far brought about or accentuated by education and environ- 
i L , ment, need not here, he considered. Sq long as they exist, there 
. is a gain if each individual is called on to do only that for which 
he has the greatest aptitude. 

The last-mentioned factor in the division of labor — the adap- 
tation of tasks to varying aptitudes — is of most importance 
as between those who work with their heads and those? who work 
. with their hands, Tho there is mental training as well as manual 
training, and tho instruction and practise tell in the lawyer’s 
lyade as well as in the mechanic’s, inborn abilities are important 
in greater degree for the former. This is more particularly the 
case in ah work yrhich calls for initiative, superintendence, diree- 
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tion. There is a difference of far-reaching effect between those 
who have the qualities for leadership, whether in the arts or in 
intellectual life, and those who must belong to the rank and file. 
There is often a very great gain when those who are born leaders 
can devote themselves solely to the work which they alone can 
do, or which they can do best, leaving to others, with no such 
capacities, the routine mechanical or clerical work. 

The great mass of men, however, have no special aptitudes. 
For them, continued practise, begun or aided by systematic 
training, is the chief cause, even tho not the only cause, of skill 
in any particular sort of work. In the main, the division of labor 
is a cause rather than a result of specialized capacity. Most 
dexterous men are so because they have long practised a given art ; 
they do not practise it because they are born with dexterity. 

§ 3. Let us turn now to what we have styled the more com- 
plex form of the division , of labor. This is the salient charac- 
teristic of the development of industry during the last century 
and a half; a development which has gone on with accelerat- 
ing pace in very recent times. The change in industry and the 
nature of the new order of things can be described most concisely 
by saying that the tool has been replaced by the machine. 

Tho the gain in efficiency from the division of labor arises 
chiefly from the dexterity acquired by repetition, none of the 
trades familiar under the ampler division of labor was reduced 
to the continuous repetition of identical movements. The car- 
penter, the mason, the smith, the tailor — each was master 
of his trade as a whole, and, while gaining proficiency from un- 
ceasing practise, yet turned from one part of the occupation to 
another. The instruments which these artisans used were tools 
of varied kinds, adapted to the different parts of their occupa- 
tions. A^'tool/’ as that word is still commonly used, means 
a hand tool, put in motion by human force and requiring adap- 
tatipni^jlji^gpjent, flexibility. 

• The gradual plaboration of the division of labor slowly en- 
krged the numbeV of occupations, diminished t^e range of each 
d^e,‘ and, tended to reduce each more and mote to an identical 



34 THE ORGANIZATION OF PRODUCTION [3-§ 3 

routine. Thus the making of cloth was divided between the 
spinner, the weaver, the fuller, the dyer. The division between 
the spinner and the weaver, itself one of the oldest, became even- 
tually of much moment, for it gave occasion for one of the epoch- 
making applications of machinery and power. When the steady 
repetition of the same movement becomes an important part 
of an industrial art, it is possible to apply other force than that 
of man’s muscles. No machine, even in the highly elaborated 
forms of modern times, can rival in dexterity and flexibility the 
human hand. But whenever the same thing is to be done over 
and over, the blind forces of nature, working thru a machine, 
can do it as well as any human hand, and indeed better than most 
human hands. The division of labor in its simpler form gradually 
was developed to the point where the application of power was 
possible. The gain from the application of power proved so great 
that there was a reaction on the division of labor ; an induce- 
ment to split up the steps in production still further, to reduce 
more and more of them to the repetition of identical movements 
and so to make possible in still greater degree the use of natural 
forces. *; 

The great change toward the use of machines and power set 
in during the second half of the eighteenth century. The textile 
trades felt its influence first. In 1764, Hargreaves invented 
'ffie spinning' fenny; in 1769, Arkwright brought out his rival 
spinning machine; in 1779, Crompton invented an apparatus 
which combined the devices of Hargreaves and Arkwright, and 
brought the spinning machine to a still further stage of perfec- 
tion. All three were directed to the mechanical repetition of 
the twisting of the fiber; and water power was soon applied 
to setting them in motion. Not long afterwards, weaving was 
also subjected to the same principles. The power loom was 
gradually elaborated, and in the beginning of the nineteenth 
century began to supplant steadily the hand loom. By the close 
of that centiiry, the old-fashioned weaver’s trade had become, 
in advanced countries like England and the United States, a 
thing of the past. The textile material to which these inven- 
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tions were first applied was cotton; for this has an even and 
homogeneous fiber which makes it most readily available for 
machinery operated continuously at uniform speed. Wool, linen, 
and silk, being of less even fiber, were subjected to the machine 
process later than cotton, thru a long series of subsidiary inven- 
tions. It has not been until our own day that silk, the most 
delicate and irregular of these fibers, has come to be manipulated 
on a large scale by power machinery. 

Water power was used for the textile manufactures in their 
earlier stages; but it was soon supplemented and largely re- 
placed. by the steam engine. The steam engine was brought" 
by Watt to the stage of effective working in 1781. It was first 
used on a large scale for the pumping of water out of mines — ■ 
an obvious case for the application of power, since it calls for the 
unchanging performance of the simplest movements. It was 
soon applied further, not only to the textile industries and to a 
wide range of other manufactures, but to transportation. Steam f 
was used in navigation by Pulton on the Hudson River in 1807. 
An even more important application of steam to transportation 
came when the locomotive was perfected by Stephenson in 1830. 
This created the modern railroad, and, as we shall presently see, 
marked the beginning of a still further development of the di- 
vision of labor. 

The series of great inventions, of which these were the most 
important, brought about what is known as the Industrial Rev- 
olution — a change in the arts, and a consequent change in 
economic and social conditions, greater than has appeared dur- 
ing a like short time in any stage of human history. Its funda- 
mental economic characteristic has been the elaboration of the 
division of labor, thru the splitting up of the stages of production 
into separate operations each one of which is repeated continu- 
ously and so may be carried on by the machine. The car- 
penter’s sawing, planing, joining, molding — each of these is 
now done separately by machinery, usually in establishments, 
that tend steadily to become larger and larger and to subdivide 
still more the various operations of the trade. The cobbler of 
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former days put together a shoe for himself; in a modern factory 
the shoe goes thru some eighty different processes. In the manu- 
facture of files, there we (1912) in one large establishment 
ninety separate operations or handlings thru which each indi- 
vidual piece had to go from the time the steel reached the factory : 
until the time when the finished files were ready for sale. So it 
is with ironworking, with all the elaborated processes of the textile 
industries, with printing and book-making, not least with the 
very making of machines and tools. The machines now used 
are vastly more complex and more eflficient than was dreamed of 
in the early stages of the application of power, and have extended 
the principle of the automatic repetition of identical movements 
to tasks long thought far beyond its scope. The work of the hand 
is not indeed superseded; the skillful workman and the adapt- 
able tool retain a large place in industry ; but the range of their 
work tends to become more and more restricted. Within each 
branch of industry, as one stage after another is subjected to the 
machine process, the remaining stages have a narrower and 
simpler range, in which inventive spirit constantly finds new 
opportunities for the application of power. Thus the character 
and the working of the division of labor have been profoundly 
and all but universally modified. 

The essential gain from this modern development of the divi- 
sion of labor has come from the virtually unlimited store of 
natural power. Once identity of movement has been secured, 
there is no work so heavy, no operation so delicate, but that the 
machine can repeat it day in, day out. Human labor, applied 
first to putting together the machine, then to guiding the nat- 
ural forces that move it, accomplishes vastly more than the same . 
amount of labor applied to the making and using of the simpler 
tools of former days. Coal and falling water are the great sources 
of power ; and tho nature does not supply them without limit, 
the application of machinery has not yet been fettered for human 
nfceds by any limitation, nor is it likely to be fettered in the future 
as far as we can look forward into it. The labor required for any 
“one operation in production has been immensely lessened by the 
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industrial changes of the last century, and appears likely to be 
lessened no less rapidly and largely in the century before us. 

^ The period in which we live has been aptly called the age of 
machinery. Its characteristic phenomena are mainly the results- 
of the use of machinery ; and they will engage our attention in 
many parts of our subject. They are seen in the growth of cap- 
ital, and the increasing power and importance of the business 
man who has control of capital; in the spread of production on 
a large scale, and the tendency to monopoly in many branches 
of industry ; in a new position of workmen, a wider gap between 
employers and employees, and a eonsequent development both 
of labor organizations and of employers’ associations ; in grave 
social problems from the employment of women and children in 
factories ; not least, in a loss of individuality in the working 
population and a strengthening of the lines of demarcation be- 
tween social classes. Of aU these consequences of the complex 
division of labor more will be said as we proceed, ^ 

§ 4/ The division of labor obviously means thax the persons 
who (?arry on the several operations of a given branch of industry 
combine to bring about the final result. It means, no less clearly, 
that those engaged in different industries combine to satisfy the 
varied wants of the community. Each contributes his special 
product to be used by all; each uses the products contributed 
by the rest. The division of labor may thus be described also 
as the combination or cooperation of laborl , 

Combination of labor may conceivably be carried out deliber- 
ately, with conscious control and coordination, with immediate 
sharing of the joint output, and without exchange. In the an- 
cient civilizations of Greece and of Rome we get glimpses of es- 
tablishments of the rich and privileged in which the several trades 
are plied by slaves for the benefit of the whole household. In 
the earlier Middle Ages also we find seigniorial possessions, where 
the serfs have specialized occupations and contribute in kind to 
the lord’s needs. Even in modern times, we have examples of 
communistic societies, in which there is a division of labor among 
the individual members, yet no exchange; each member con- 
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tributing his part to the common income and each receiving from 
that income a share deemed equitable. Such a society does not 
approach so nearly to self-sufficiency as the ancient household* 
or the medieval estate; it must buy and sell on a considerable 
scale with the outside world, whereas those earlier organizations 
bought very few things (salt and iron, for example). Yet within 
its own limit s the division of labor leads to no exchange between 
members. 

Gommonly, however, the division of labor has brought with 
it as a natural corollary the exchange of the several commodities 
produced by different workers. The cases noted in the preced- 
ing paragraph are comparatively rare in economic history; at 
all events, they give no clew to the phenomena of the modern 
industrial world. In this the division of labor almost always 
means exchange, and the relation between tlie workers is very 
different from that in the community where there is conscious 
and deliberate combination of effort. It is strictly true that 
the workers in a modern society combine in bringing about a 
joint output; but the consciousness of cooperation is lost. The 
individual is not thinking of the joint output. Only if he happens 
to be versed in the books and theories of economic writers, and 
bears them in mind in his active hours, is he aware that he is carry- 
ing on one small operation toward a joint output and shares in 
the manifold contribution which others make to that joint out- 
put. The things on which he works are not part of a common 
store, but are private property, bought and sold, cared for and 
guarded, by each individual for himself. He thinks only of the 
particular product which he sells, and of the terms on which he 
can buy other products. He is intent on the results of the ex- 
change thus made, and tries to secure for himself the best terms 
of exchange. Private property and exchange are well-nigh uni- 
versally the consequences of the division of labor, and the phe- 
nomena of exchange are the dominant phenomena of the modern 
world. 

§ 5. For some centuries preceding the industrial revolution 
of f^e eighteenth century, the typical form of exchange was that 
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between tbe small city or town and the agricultural region im- 
mediately surrounding it. This Was the period of the simpler 
form of the division of labor, of the familiar handicraft ; the period 
of the tool preceding the modern period of the machine. The 
city of early modern times was the center of an industrial com- 
munity which was in the main self-contained. Within the city 
the burghers carried on the arts and crafts. To it the surround- 
ing rural population brought food and materials, and in it they 
made their purchases. The city craftsmen were united in the 
gilds which Were so conspicuous a feature of the economic organ- 
ization of that period. Each craft was open only to the members 
of a gild, who trained apprentices and employed journeymen, 
and transmitted from generation to generation the knowledge 
of its trade. The organization of the gilds, and the regulation 
and restriction of their membership, were inevitable and doubtless 
beneficial at the outset, assuring protection and mutual aid, and 
the maintenance of skill in the arts. In later times, theh regula- 
tions were made the means of monopoly ; they had long outlived 
their usefulness even before the great inventions of the indus- 
trial revolution put an end to the economic organization of which 
they were a part. But these are aspects of the gild system not 
closely related to our present topic. So far as it bears on the 
division of labor, it was part of what the Germans called Siadt- 
wirthschaft — the city organization of industry. A map of Eng- 
land and of the greater part of western Europe from say 1350 to 
1800 is dotted with a large number of cities of modest size, each 
the center of a more or less isolated economic area. There was, 
indeed, some exchange of special commodities between different 
countries and between the different economic areas within a 
country ; but the main exchanges were between the city and the 
surrounding agricultmal district, and the characteristic stage of 
the mechanical arts was that of the division of labor between 
the familiar crafts organized in the medieval gilds. 

The steps through which this organization of industry has been 
replaced by that characteristic of modern times were at first gbw 
and gradual. But in the eighteenth century, the industrial reVhlm 
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tion brought a sudden burst of great changes. Without pausing 
to consider the events of the sixteenth and seventeenth centuries, 
which prepared the way for these changes, we may contrast the 
final result with the conditions of the early simpler division of 
labor, and so understand better the conditions of our own day. 

The economic area has been immensely widened. It has come 
to include the whole of a country, in some respects the whole 
of the world. There is division of labor not only between the 
different crafts within a city, but quite as much between different 
cities and countries. On the other hand, the crafts themselves 
have been split up into more minute subdivisions, and different 
parts of each are practised in widely separated localities. These 
tendencies have been immensely promoted by the modern im- 
provements in transportation — improvements which have them- 
selves been the results of the introduction of machinery. The 
use of power, especially thru the steam engine, was the dominant 
factor in the industrial revolution; and in no direction has it 
had larger effect than from its application to traction and to 
navigation. 

An epoch-making invention was that of the locomotive. Roads 
had been much improved in England during the latter part of 
the eighteenth century, when Telford and Macadam devised 
their methods of constructing roadways. During the same period 
canals had also been dug, and used to no small extent both in 
France and in England; and the people of the United States, 
always driven by their special industrial conditions to search 
eagerly for improvements in transportation, pushed the use of 
roadways and canals in the first quarter of the nineteenth cen- 
tury. But in 1830 came the locomotive. In this case, as in that 
of the steam engine, and indeed of almost all great advances in 
the arts, the final attainment of the successful device was due 
to a long series of experiments by many contrivers. Stephenson 
in 1830 perfected rather than invented the locomotive. So the 
niodern railway was created; and thereby began a second in- 
dustrial revolution, or at least a second phase of the industrial 
revotutip. Side by side with the railway have been the great inj- 
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provements in water transportation. The application of steam to 
navigation, thru the paddle wheel, was a comparatively simple 
matter and was accomplished early in the nineteenth century. 
But the paddle-wheel steamer was too clumsy, too liable to damage 
in storm for communication across great bodies of water; and 
it was not until Ericsson's invention of the screw, in the middle 
of the nineteenth century, that ocean navigation underwent a 
great change. This change in any case was not so far-reaching 
as that wrought by the railway; for water transportation by 
sailing vessels had always been comparatively cheap, whereas 
land transportation had been slow and dear, and its dearness 
had imposed great obstacles to the division of labor within large 
land areas. 

§ 6. As Adam Smith remarked in 1776, in the earlier stages of 
the modern era, the division of labor is limited by the extent of 
the market. The village cobbler will turn out no more shoes 
than it is possible to dispose of within the economic area he can 
reach. To divide the work of shoemaldng between the cutter, 
the stitcher, the heeler, the laster, is not feasible unless as many 
shoes can be marketed as the combined labor of all will produce. 
A modern shoe factory, with its elaborate machinery and highly 
developed division of labor, turns out thousands of pairs of shoes 
daily. These shoes can find their purchasers only in a large 
population reached from the central source of supply. 

Many other illustrations could be given of the way in which 
the division of labor has been pushed farther and farther with 
the extension of the market consequent on cheapened transpor- 
tation. Furniture is made nowadays in large factories, often 
placed near the sources of timber supply and distant from the 
persons who are to use the articles. The cabinetmaker of olden 
days has been replaced by workmen who tend and direct a series 
of machines, each of which performs unceasingly its part in the 
operations of sawing, planing, grooving, turning, polishing. Plows 
are no longer made by the village blacksmith, but put together 
in the great factory and then distributed broadcast over the earth. 
Unless it were possible so to distribute them, plows could not 
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be Blade in quantities at the factory, and there could be no elabo- 
rated division of labor in making them. One of the most striking 
results of the widening of the market is seen in the transformation 
of the butcher’s trade. Until within the last thirty years, the 
butcher carried on his work as he had done it for thousands of 
years before. His cattle came from near-by farmers, and the 
meat was supplied to near-by customers. Thru the larger part 
of the United States, he has now been supplanted by the great 
packing establishment, where cattle are slaughtered by the thou- 
sand. In these establishments dozens of different stages in 
dissecting the carcass are allotted to as many different sets of 
workmen. The application of power has not here been carried as 
far as in some other industries; yet at eveiy stage where it is 
possible, the machine is set to work; and where it is not, the 
worldnan is assigned to the unceasing repetition of a single opera- 
tion.^ Every part of the animal is used, and every part is 
manipulated on a large scale under a further minute division of 
labor. The output in all its varied forms — the meat of all quali- 
ties, the fat, the hide, the bones, the horns, the very hair — is then 

1 “It would be difficult to find another industry where division of labor has 
been so ingeniously and microscopically worked out. The animal has been sur- 
veyed and laid ofi like a map ; and the men have been classified in over thirty 
specialties and twenty rates of pay, from 16 cents to 50 cents an hour. The 60- 
cent man is restricted to using the knife on the most delicate parts of the hide 
(fioorman) or to using the ax in splitting the backbone (splitter) ; and, wherever 
a loss skilled man can be slipped in at 18 cents, 1S| cents, 20 cents, 21 cents, 22| 
cents, 24 cents, 25 cents, and so on, a place is made for him, and an occupation 
mapped out. In working on the hide alone there are nine positions, at eight dif- 
ferent rates of pay. A 20-cent man pulls off the tail, a 22|-ccnt man pounds off 
another part where good leather is not found, and the knife of the 40-cent man cuts 
a different texture and has a different 'feeT from that of the 50-ceiit man. Skill 
has become specialized to fit the anatomy. . . . 

“The division of labor grew with the industry, following the introduction of 
the refrigerator car and the marketing of dressed beef, in the decade of the seventies. 
Before the market was widened by these revolutionizing inventions, the killing 
gangs were small, since only the local demands were supplied. But when the 
number of cattle to be killed each day increased to a thousand or more, an increasing 
gang or crew of men was put together ; and the best men were kept at the most 
exacting work/' — - Professor J, R. Commons, in the Quarterly Journal of Economics, 
Vob XIX, pp. 3, 6. It will be noticed that here there seems to be scope for that 
' advantage from the division of labor which is secured from the adaptation of the 
tasks to the varying abilities of the several workers. Cp. p. 32, above. 
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marketed to millionB of people, distant of miles, some- 

times thousands of miles, from the packing establishment. All 
such elaborate organization and division rest on the possibility of 
transporting the products a great distance, and so supplying an 
enormous population from one central point. 

§ 7. The great improvements in transportation during the 
nineteenth century have given immensely wider scope to a phase 
of the division of labor which we have not yet considered. This 
is the geographical division of labor. 

In medieval and early modern times, those articles only could 
be transported for any considerable distance which had great 
value in small bulk. Such were drugs, spices, fine cloths, rare 
silks and cottons, choice weapons and armor. These were used 
chiefly by the small circle of the rich ; trade in them did not affect 
the mass of the population. Where water transportation could 
be used, there was indeed some possibility of trade and exchange 
in the bulkier commodities. For this reason, England, with her 
insular position and much-indented seacoast, was able at a com- 
paratively early stage to export such commodities as wool, copper, 
and tin, and to develop in some degree the geographical division 
of labor. With the improvement and enlargement of vessels, 
the greater security of the seas, and the use of the mariner's com- 
pass, trade by water gradually grew to greater and greater di- 
mensions. A still further extension came in the latter part of the 
eighteenth century, when parts of the interior of the civilized 
countries were tapped by canals. But the most far-reaching 
development of the geographical division of labor came with the 
railway; for the railway can reach all parts of the land. The 
industry of almost every part of the world has been transformed 
by this mighty solvent. 

The United States at the present time presents what is prob- 
ably the most extreme case of geographical division of labor 
highly developed under the influence of cheap transportation. 
The southern part of New England is a manufacturing hive. The 
food and raw materials there used come from all parts of the 
world. The wheat and other breadstuffs come from the Missis*> 
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sippi and Missouri valleys; the meat and animal products from 
the same regions, and some from regions farther west; the cotton 
from the southern states; the wool from the trans-Missouri 
region, Australia, Argentina, China, Siberia. All sorts of manu- 
factured articles are sent from New England in exchange — cotton 
and woolen fabrics, boots and shoes, metal wares, tools and ma- 
chinery. The anthracite district of eastern Pennsylvania, again, 
is given wholly to the mining of hard coal ; all its manifold sup- 
plies come from without. Pittsburgh is the center of a district 
in western Pennsylvania given Wholly to the mining of bituminous 
coal and to manufactures which use that fuel, such as iron and 
steel and glass. Here too, the food, clothing, articles of comfort 
and luxury, are obtained from all parts of the United States and 
of the world. No part of the country is self-sufficing; each is 
constantly sending its products to distant regions, and in return 
receiving the products of distant regions. 

An example no less striking of the geographical division of 
labor is to be found in the present condition of Great Britain. 
That country now imports the greater part of its food — four- 
fifths of its breadstuffs, and more than half of its meat and other 
food supplies. Its wheat comes chiefly from the United States, 
Canada, Russia, Argentina; its meat very largely from the United 
States and Australasia. All the cotton and almost all the wool 
which serve to clothe its people are brought from other countries. 
These various commodities, as well as the others which come from 
tropical regions, are obtained in exchange for a great range of 
manufactures exported. The people of Great Britain, by devoting 
their labor chiefly to manufactures and exclianging them for the 
imported foodstuffs and raw materials, get vastly larger returns 
than they could by producing everything at home. New England 
and old England are in substantially the same industrial position. 

It is probable that neither could support its present population 
on its own soil ; it is certain that neither could satisfy in this way 
the imperative needs for food, clothing, shelter, warmth, except 
on very much harder terms and with very much scantier results. 
Each is dependent on trade with other regions ; the main differ- 
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ence being that in the one case virtually the whole of the trade 
crosses the political border, and in the other the larger part of 
it is within the same nation. 

In consequence of this highly developed division of labor, the 
position of cities is essentially different from what it was in medi- 
eval times. They are no longer dependent for food and materials 
on the agricultural regions surrounding them, nor do these regions 
depend on the adjacent cities for their supplies of manufactured 
commodities. As regards the country surrounding them, the 
cities are centers for the distribution of goods rather than for 
production. Many cities have special articles of manufacture, 
and in this sense are producing centers ; but their specialties are 
disposed of over all the world thru the distributing centers. The 
very large cities, with a wide range of miscellaneous manufac- 
tures, and with a great distributing trade, overlap in their economic 
areas. 

§ 8. The gains from the geographical division of labor are of 
two sorts, analogous to the two sorts of gain from the division 
of labor between individuals. In part they arise from the adap- 
tation of different regions to the production of specific articles, 
and in part from the proficiency which is the result of exclusive 
application to one task. 

The division of labor between tropical and temperate countries 
obviously brings the gain arising from specific adaptation. Trop- 
ical fruits, spices, coffee, sugar, are exchanged for the wheat and 
corn of temperate climes. The southern part of the United States^' 
again, has a climate peculiarly adapted for growing cotton ; while 
in the great central plains there is a corn belt and a wheat belt — • 
great stretches of country with climate and soil peculiarly adapted 
to one or the other of the staple cereals. The abundant deposits 
of excellent coal in the western part of Pennsylvania cause that 
district to devote itself to coal mining, and to the industries for 
which cheap fuel is essential. Extraordinary deposits of iron ore 
have been found on the shores of Lake Superior, and thousands 
of workmen there mine the ore, procuring from other parts of 
the country all the varied articles which they consume. Italy 


46 the ORGANIZATION OF PRODUCTION [3-§ 8 

has a climate adapted to the culture of the grape and of citrous 
fruits, and she exports them to the countries of more rigorous 
climate. Italy has no coal; she imports it, chiefly from the great 
beds of Great Britain. The enumeration might be indefinitely 
extended. It is obvious that there is a gain when the wheat 
and corn are produced in the regions favoring them, the iron 
and coal where they are most abundant, the cotton where the 
soil is best. The geograpliical division of labor is not indeed 
all-embracing; there are obstacles to its sweeping application 
from such causes as the force of custom and cost of transporta- 
tion. Yet there is a strong and steady tendency toward the pur- 
suit of a branch of production in that place for which the natural 
advantages are greatest. 

Different ia origin and basis, tho the same in effect, is that 
division of labor between different regions which rests on the mere 
fact of specialization and acquired skill. Exchange between in- 
dividuals, tho based in part on differences in native aptitudes, 
rests in the main on acquired dexterity. So it is in considerable 
degree between different regions. When once an industry is 
conducted on a large scale, with elaborate machinery and with 
a great output, it will tend to be concentrated. But there may 
be no strong reason for its concentration at one place rather than 
another. There is no cause in the natural conditions why Bridge- 
port and New Haven in Connecticut should be specialized centers 
for the manufacture of metal wares, Brockton in Massachusetts 
f^r shoes. Cohoes in New York for knit goods, Nottingham and 
Bradford in England for laces and woolen stuffs, Lyons for silks, 
Chemnitz in Saxony for hosiery. 

For certain sorts of industries there is simply a gain when a 
number of establishments carrying on operations of the same 
sort are clustered together. Subsidiary industries spring up, 
supplying them with materials or accessories. When workmen 
skilled in particular operations are required, their selection and 
adaptation is easier. The mere attractiveness which a city has 
for most persons makes it easier to secure and retain a steady force 
of laborers. Sometimes the first cause of the location of an in- 
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dustry m a particular place has been the energy, ingenuity, re- 
source, of some individual. His capacity as leader builds up 
an establishment; others then follow his Iead» Sometimes the 
natural adaptation of a spot causes an industry to spring up in 
that spot, and later to persist from the mere effect of acquired ad- 
vantage. Thus some of the manufacturing cities of New Eng- 
land, such as Lowell and Lawrence, grew up on sites having water 
power, before steam power was as fully developed as in later times, 
and when the transportation of coal was more costly. It is doubt- 
ful whether the water power would now cause these centers of 
population to be built up; but being there, they tend to remain. 
All thru the broad, flat country of the Mississippi Valley there 
have sprung up cities and towns, of which one is the seat of the 
manufacture of vehicles, a second of furniture, a thhd of engines 
and machines, with no obvious causes why one place rather than 
another should possess the particular industry. In whatever 


place the industry is, the advantages of concentration are secured. 
A wide market from cheap transportation makes possible the 
conduct of the industry on a large scale and so the use of much 
capital, of elaborate machinery, of specialization, and minute 
division of labor. J 

A considerable part of the division of labor between nations, 
and a large volume of trade between them, seem to rest on this 
second cause. Especially as regards manufactured articles, some 
countries have advantages in production which rest not on nat- 
ural resources, but on acquired efficiency. England's maniifa^ 
ture of pertain kinds of woolen goods, the silk manufacture in : 
Frai]||e, perhaps the linen manufacture of the north of Ireland, | 
present cases of this kind. This is the real basis of the argument 
for protection to young industries. So far as the division of labor 
between countries and their trade are the results of natural differ- 
ences, they are best left to work out their results without restric- 
tion. But so far as they rest on acquired skill, there is at least 
a possibility that they may be superseded to advantage by similar 
division of labor and similar trade within the country.^ 

1 See what is said on this subject in Chapter 37, § 2. 


CHAPTER 4 
Large-scale Productiok 

Section 1. Growth of large-scale production illustrated by certain industries : 
cotton goods, iron, agricultural implements, 48 — Sec. 2. Advantages 
of large-scale production: use of machinery, saving in general expenses, 
buying and selling, utilization of by-products, experimenting, 52 — 
Sec. 3. Limitations, chiefly from diflSlcuities of superintendence. The 
case of agriculture. Other industries. Scarcity of able managers as a 
cause of limitation. This human factor usually ignored by the socialists, 
54 — Sec. 4. Combination, horizontal and vertical. The Steel Corpo- 
ration as an example. Other examples. The tendency to vertical 
combination less strong than that to horizontal, 58 — Sec. 5. Competi- 
tion of ten wasteful ; tho the waste is less than it seems. Combination 
rules only over part of industry, 64. 

§ 1. The tendency to large-scale production has shown itself 
in all civilized countries since the industrial revolution. It 
has profoundly modified social as well as economic conditions, 
and bids fair to modify them still further in the future. 

IThe characteristic features of the tendency are that the size 
01 the individual establishment becomes larger and the total num- 
ber of establishments becomes smaller. In a period of very rapid 
growth, it may happen not only that each unit becomes larger, 
but that the total number increases. More commonly, however, 
total number decreases or at best remains stationary; while 
yet the individual establishment becomes greater in size, and the 
productiveness of the industry as a whole is much enlarged^ The 
following figures from the census publications of the United States, 
indicating the growth of some great manufacturing industries 
during the period from 1850 to 1915, will serve for illustration. 

The figures in all three cases tell essentially the same story. The 
total capital, the total product, the total number of persons em- 
ployed, increase at a very rapid rate. Not so the total number 
of establishments. In the case of cotton goods, it remains on 
the whole constant; for iron and steel, decreases slightly; for 

■ 40 ^ 
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Agricultural Implements 


Year 

No . Estab- 
lishments 

Wage- 

Eabness 

Capital 
(dn Millions) 

Product 
(in Millions) 

1850 

1,333 

7,220 

$ 3.6 

$ 6.8 

1860 

1,982 

14,814 

11.5 

17.6 

1870 

2,076 

25,249 

34.8 

52.1 

1880 

1,943 

39,580 

62.1 

68.6 

1890 

910 

38,827 

145.3 

81.3 

1900 

715 

46,582 

157.7 

101.2 

1905 

648 

47,394 

196.7 

112.0 

1910 

640 

50,551 

256.3 

‘ 146.3 

1915 

601 

48,459 

338.5 

164.1 


Iron and Steel 


Year 

No . Estab- 
lishments 

Wage- 
■ ' Ear»rs 

Capital 
(in Millions) 

Product 
(in Millions) 

1850 

468 

24,874 

$ 21.9 

$ 20.4 

1860 

542 

35,189 

44.6 

52,8 

1870 

808 

77,555 

121,8 


1880 

792 



296.6 

1890 

719 

171,181 

405.8 

478.7 

1900 

668 


573.4 


1905 

605 


936.3 

905.8 

1910 

654 i 

278,505 

1 , 492.3 

1 , 377.2 

1915 

587 ■ 

278,072 

1 , 720.7 

1 , 263.3 


Cotton Goods 


. Year ■ | 

Noi Estab- 
lishments 

Wage-' . : 
Earners 

Capital i 

(in Millions) 

Product 
(in Millions) 

1850 

1,094 1 

92,286 

'■■■$ 74 . 5 '- 

$ 61.9 

1860 

1,091 1 

122,028 

98.0 

115.7 

1870 

966 

135,369 

140.7 

177.5 

1880 

1,005 

185,472 

219.5 

210.9 

1890 

905 

218,876 

354.0 

268.0 

1900 

1,055 

302,861 

1 ;: 

339.2 

1905 

1,154 

316,814 

' 613.1 

450.5 

1910 

1,324 

378,880 

■':: 822 . 2 , v ', ’ 

628.4 

1915 

1,328 

393,404 


701.3 
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agricultural implements, decreases sharply. There has been 
thruout the half century a great and combined advance in the 
average capital, the average product, the average number of 
employees.^ 

These three cases have been selected as illustrations, because 
they represent different stages in the march of large-scale pro- 
duction. In the cotton manufacture the change during the half 
century was least. By 1850 that industry was already established 
on the factory basis, and since then no essentially new forms of 
organization have developed. The iron manufacture (that is, 
the making of crude iron and steel) shows relatively a greater 
change. Most marked of all is the transformation in the third 
case. In 1850 agricultural implements were still made in the 
■mfl.in on a small scale, and by handicraft methods. Since then 

1 The figures are taken chiefly from Special Reports of the Census of 1905 (Part 
IV, Table 1, for Agricultural Implements; Part IV, p. 4, for Iron; Special Report 
on Combined Textiles, "" Table 1). For iron, the figures for 1S50 and 1860, added 
from the Census Reports for those years, are of uncertain value. The number of 
establishments making cotton goods in 1880 is swelled by the inclusion under that 
head of some outlying estahlishnaents. Tho subject to correction for these reasons 
and for others, the statistics are sufficiently trustworthy. 

In the interpretation of the figures, however, it must be borne in mind that they 
do not tefl the whole story. In the case of agricultural implements the abrupt 
decline in number of establishments between 1880 and 1890 is explained largely 
by a revised method of classification in the census bureau. 

■ For the years subsequent to 1890, the average per establishment is kept low, 
and the growth of large-scale operation obscured, as regards both agricultural im- 
plements and iron and steel, by the fact that a considerable number of small estab- 
lishments survive, side by side with a few very large ones. These few very large 
ones are really representative of conditions in the industry ; but the census figures 
do not convey this fact. Further, in all three industries, and especially the iron 
manufacture and that of agricultural implements, combination and large-scale 
operation have be^n :,gbing on in forms of which the census figures do not take 
account. • The census regards an establishment in any one place as independent 
and separate, even tho it be owned and managed by persons or corporations hav- 
ing establishments of the same sort in other places. As a matter of fact, during the 
last decade or two, establishments in different places have come largely under the 
control of the same corporations or individuals; hence the drift toward concentra- 
tion is more marked than the figures indicate. And finally regard must be had to 
the effects of changes in prices on the stated volume of capital and product. During 
the period up to 1900 there was a tendency to failing prices of tho articles selected ; 
hence the increase in the output per establishment was greater in terms of quantity 
(tons of iron or yards of cloth) than in terms of money value. After 1900, on the 
other hand, the tendency of prices was upward, and a similar correction would 
have to be made the other way* 
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large-scale production has transformed the industry in even greater 
degree than the figures indicate; for the stated number of es- 
tablishments is swelled, and the averages per establishment are 
kept down, by the survival of a large number of petty shops. 

A similar general tendency shows itself in all the advanced*?' 
countries: large-scale production gains ground. Yet it must* 
not be supposed that the growth is such as to have crowded out 
all enterprises of small or moderate size, or even to indicate that 
in the course of time they must disappear entirely. Figures en- 
abling comparisons to be made for successive periods and for all 
the industries of a given country ai^ not easily found. The 
following are available, for Germany, and are significant. They 
show what percentage of the total persons employed in Germany 
were engaged, at certain dates, in manufacturing establishments t 
of different size. 



1896 

1907 

Per cent of persons doing work alone 

Per cent of persons in establishments employing 2 

1 25,2% 

18.4% 

10.1% 

® 5 persons 

Per cent of persons in establishments employing 6 

29.9 

23,5 

19.4 ■ ’ 

® 10 persons 

Per cent of persons in establishments employing 11 

6.0 

7.2 

6.6 

® 50 persons 

Per cent of persons in establishments employing 51 

12.6 

16.6 

18.4 

® 200 persons 

Per cent of persons in establishments employing 201 

11.9 

17.0 

20.1 

® 1000 persons 

Per cent of persons in establishments employing 

10.9 

13.9 

17.3 

over 1000 persons ... i . . . . 

3.5 

5.4 

8.1 


It will be seen that the one-person establishment, and those 
employing five persons or less, lost ground greatly. Those in 
the next tier (6 to 10 employees) held their own; all the others 
gained, and the very greatest rate of gain was in the class of very 
large establishments.^ 

1 1 take these figures from Professor Biieher’s paper in' the Zeikchrift filr die 
gesammte Staatswissensckaft, 1910, Heft 3, p. 430. Professor Biicher points out 
that for Germany, as for the United States, census figures do not tell the whole 
story of the growth of large-scale operations, since several establishments forming 
part of one combined enterprise are frequently reckoned by the census as separate 
and independent. ^ 
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§ 2. The causes of the growth of large-scale production are 
to be found mainly in the revolutionary changes in the arts during 
the last century and a half. Underlying them all is the increasing 
, division of labor and the increasing use of machinery. A neces- 
^sary condition has been the widening of the market under the 
'^^Muence of cheaper transported^ 

A tool or machine of any kind is advantageous only if it is used 
for a number of operations. The greater the number of opera- 
tions, the more is it worth while to have an elaborate tool, and to 
give much labor to its making. Machinery moved by power is 
a highly elaborate tool. jT The larger the scale on which an enter- 
prise is conducted, the better is the opportunity for using ma- 
chinery to advantage| The gain from its use arises from several 
f-^sources. ! Eower itself becomes cheaper per unit as it is applied 
on a large scale. Both for first installment and for running ex- 
penses, a large steam engine costs less, for each horse power, than 
a small one ; which means economy if the establishment is large 
enough to utilize all the power supplied. Again, subsidiar y 
. ^li peratjon s can be carried on to advantage by machinery. The 
use of steam shovels in handling coal, ores, earth, and of similar 
instruments for loading and unloading vessels, depends on the 
work being massed in large quantities at one spot. An ocean 
steamship of 10,000 tons carries freight more cheaply than one of 
5000, and one of 20,000 tons more cheaply still. Wherever the 
traffic is heavy, as between Europe and the United States, the 
huge steamship is economical. Where the traffic is less heavy 
and less regular, as in the trade with South America and outlying 
regions, tlie ship of moderate size holds its own. The greatest 
of the American corporations making agricultural implements, 
one that illustrates conspicuously the tendency to large-scale 
production — the International Harvester Company — has a 
machine whose sole work is to shape poles for wagons and har- 
vesters. The machine cost $2500; it saves a cent per pole; it 
is worth while only because poles by the hundred thousand are 
made each. year. 

Other causes, more or less closely connected with the growing 
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use of machinery, have strengthened the tendency to large-scale 
production. Just as all the several expenses for the plant and 
power become less per unit as the output enlarges, so the genera. ) 
expens es for administra tion and counting-room work tend to 
become less. Clerks are kppt m ore mntinuouslv oc cupied, and 
more elaborate division of labor among them is feasible. Super- 
intendent and foreman can take charge of the full number of men 
. which each can direct to advantage. One watchman, one engineer, 
one timekeeper, can usually serve a large establishment as effec- 
tively as a small one. All the miscellaneous expenses of general 
management are less in proportion to a large output. 

The mercantile management of a large enterprise — th e.buv r. j. 
i ng of materials and the selling of the produ nt — ^also offers op^ 
portunity for economy and efficiency. Supplies can usually be 
bought to greater advantage. This is commonly spoken of as 
if due simply td greater J>argaining power on the part of the large 
buyer, and to greater pressure of competition among those who 
wish to sell to him. But in the main it is due to the fact that 
mercantile operations themselves, and especially wholesale opera- 
tions, are carried on more economically when on a large scale. 
Expenses for clerical work, rental s of office premis es, and the f 
like, which constitute thfi main outlays of the wholesale dealer, 
are no greater for large transactions than for small. Hence ^ 
brokers and wholesale dealers can sell at lower prices to those * ; 

who buy habitually in large amounts. 

Again, the d isposal of the output is often less expensive per unit ; 
for a large establishment than for a small one, and often at still 
less expense for a very large establishment than for a moderately ' , ; 

large one. Adver tising and notoriety much affect the marketing ^ I 
of sundry commodities. When once appeal is made not to a f 
limited local market but to a large and extensive constituency, | 
the disposal of the great quantities of goods turned out by a ' i 
modern factory becomes by no means the least difficult of its t 

manager’s tasks- All the apparatus for driunming up custom — i 

t raveling salesm en, trade c'at a,logsr and the like the more i 

elective, and the less costly per unit of product, in'profortion as I 
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it opcrEtcs on e lErgo sceIo. Advertising is most effective wiien 
spread over the land with every sort of device, when it is system- 
atized and put in charge of a separate manager. All such elabora- 
tion of marketing is both a result and a further cause of a great 
volume of business. 

The utilization of Hv-nroducts” ^ is another of the advantages 
of large-scale production. At the great packing houses which 
do so much of the butcher’s work of the United States, every 
particle of the slaughtered animal is used, and many things which 
would go to waste in the small shop become a source of profit. 
<^very large woolen factory finds it advantageous to utilize the 
fatty matter which is attached to the wool as it comes from the 
sheep’s back. Tlys grease, which must in any case be scoured 
out of the wool, goes to waste in a smaller establishment; whereas 
the large mill, by putting in a plant for the special purpose of 
treating the grease, finds it a source of gain.^^^reat ironworks 
find it possible to utilize the gas expelled from coal in the coking 
process ; either selling the gas, purified, in a near-by city, or using 
it at once for fuel in their own furnaces. A large sawmill can put 
in a plant for burning its own sawdust, dispensing with other 
fuel for power^ 

Other advaitrtages of large-scale production arise from the 
' no ssihilitjies oj^ jexperimenting with new devices and new methods. 
Some ventures will fail, some succeed. In a very great enter- 
prise, the successes may be expected in the long run to outweigh 
the failures; the enterprise insures itself, so to speak, against 
the inevitable risks of experimenting. "Wl^pfe the operations 
are conducted on a small scale, the failure of one experiment may 
ruin the entire undertaking. Agai n, the best technical skill, ^ he 
besMtaiiied- angineers apd..chemist‘s. ...jTO ^of e ea sily and more 
economically., .emnloy ^d. bv the grea t estaRishmSat. j Aa‘‘twttr 
e3q)ensive but efficient machinery, their use is advantageous only for 
a very large output, and is most economical for the, largest output. 

§ 3. The limitations on large-scale production arise mainly 
from tbe infif mitiS“6f human hatiffeT 1 TTie' extension of the scale 

^ Better, *' Joint products"’ ; see Chapter 16, § 1* 
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of operations means an ever increasing reliance u pon hired lab or 
and an ever lessening reliance bfr s^6ntanedui^lH^ If, 

all men worked with as much energy and spirit for an employer) 
as they do for themselveS) the spread of large-scale production | 
would be almost without bounds. A striking illustration of the ' 
influence of this limiting factor is shown in the differing tendencies 
of agriculture and of manufactures. 

, The operations of agriculture are necessarily spread over a 
Considerable area ; and they are not easily subjected to a fixed 
routi^. Both circumstances make supervision difficult. Man- 
ufactures, on the other hand, bring the concentration of hundreds 
or thousands of workmen under a single roof or in a small area. 
Moreover, in manufactures, machinery ineans the repetition of 
identical operations. Hence a routine can be fixed, and workmen f 
assigned to fixed tasks, and their faithfulness controllesd, withJ 
comparative ease. But in agriculture much must be left to the 
zeal and intelligence of the individual worker. 

/The consequence is that a^icijlture.has nowhere shown the same 
mudency to enlargement of the scale of production which is so 
unmistakable in manufactures^ It is true that some countries 
are usually spoken of as countries of large farming; England is 
the type of such a country. It is true, also, that in some parts ’ 
of the United States (in the North Central region, for example), 
there has been in recent years a slight tendency to incre^e in the 
size of farms. But a farm which is. called large is an industrial 
unit of comparatively small size. One which employs twenty 
men the year round is considered large; yet a factory employing 
this number is a small affair. The tasks of twenty men engaged 
in farming would be spread over several hundred acres, and must 
present troublesome questions in assigning and supervising the 
work. Farms of this size are comparatively rare. Bj^ far the 
greater part of agricultural work is done on farms where a single 
man, having under him perhaps one other or a few others, conducts 
th^perations oh his own account. In the early stages of the de- 
velopment of some parts of the United States, so-called “bonanza” 
farming appeared for a time. Where great level tracts of fertile 
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were suddenly opened to cultivation, as in the interior valleys 
of California or in the Red' River Valley of the Dakotas, wheat 
culture was carried on for a while over thousands of acres, with 
dozens of men and vehicles and with expensive machinery. But 
this proved only a temporary phase. As the fertility of virgin 
soil began to be exhausted, and a more varied and careful use of 
it was called for,^ these great tracts were split up into smaller 
units. The head of a large factory can devise means for super- 
vising his men and for securing the execution of his orders. But 
the owner of a farm can use hired labor to advantage only when 
his own example and his own oversight supply the needed stimulus. 
/Some industries, tho spread over a large area and presenting 
difficulties for the supervision of hired labor, are so much more 
Effective when on a large scale that these disadvantages are not 
decisive.J The railway is an example. Many of its employees 
are necessarily scattered over great tracts of country. The su- 
pervision of the inniunerable agents calls for an intricate and 
expensive apparatus of rules and regulations, bookkeeping and 
auditing. But the work is done so much more cheaply on a 
large scale that this difficulty and the expense entailed by it are 
more than offset. 

Sometimes, on the other hand, industries which offer possi- 
bilities of economy from large operations are for other reasons 
limited, (^ho retail dealings can be conducted to advantage on a 
large scale — with economies in purchases and in administration, 
with better utilization of premises, with more continuous activity, 
by the force of salesmen the smaller shops still hold their ownm 
The opportunities for large-scale retailing are availed of in the 
cities by the so-called department stores; establishments whose 
growth has been immensely promoted of late years by the improve- 
ments in urban transportation. But even in a large city, and 
especially in its outlying quarters, small or moderate retail shops 
continue. The reason is that often the purchaser must have his 
source of supply near at hand. The ubiquitous corner di'Ug store 
of our American cities persists against large competitors. An 

^ Compare Chapter 42, § 5, 
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innovation of very modern times is the chain of stores, combined 
under single management ; but so spread about that each one is 
near its customers; necessitating an elaborate system of audits 
and accounts, which yet seems in this case not to be too topheavy. 

A glance at such a volume as the Statistical Abstract of the 
United States, with its summary of the number of establishment!, 
and volumes of transaction in various kinds of business, shows 
instructively which among them, for reasons of this sort, resist 
tlie tendency of concentration. The strictly manufacturing es- 
tablishments show the characteristic features of the modern 
movement. Tho the volume of transactions becomes immensely 
greater, the number of establishments becomes less. So it is 
with the manufacture of agricultural implements, of boots and 
shoes, of carpets, chemicals, firearms, glass, cotton, woolen and 
silk fabrics, sewing machines. In those iqdustries which, like the 
retail shop, purvey more directly to the consumer, or for other 
reasons must be near the persons with whom they have dealings, 
the number of establishments increases in proportion to the in- 
crease in population and the volume of their own transactions. 
Such are blacksmithing, carpentering, plumbing, bread baking, 
printing, painting, and paper hanging. Here there is no marked 
tendency toward an enlargement of the size of the individual 
establishment, still less any victory of great-scale production. 

The limitations of men’s faculties explain why large-scale 
operations do not make their way, even in manufactures, with 
unfailing certainty. Wh8,t has been said in the preceding para- 
graphs may seem to imply that the transition to greater size 
takes place quasi-automatically. This is by no means the case. 
It depends on the energy, ambition, insight, of individual men. 
(livery new machine, every change to larger scale, involves risks, 
calls for planning and judgment, i§^pendent on some individual’s 
initiative. \ If an indefinite number of individuals were capable 
of this sort of work, the march of progress would be faster and 
large-scale operations would make their way more surely and 
speedily. As it is, these changes wait on the impulse given by 
the comparatively few individuals who have the capacity for 
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industrial leadership. Occasionally some such individual re- 
organizes his business upon a larger scale and with more highly 
developed plant and machinery. Then others follow his lead, 
and a whole industry is rapidly transformed. This has happened 
during the last two decades in the iron manufacture, especially 
in the United States and in Germany. Carnegie in the former, 
Krupp in the latter, led the way in a remarkable development. 
Usually, however, the advance takes place by gradual and tenta- 
tive steps, like those in the growth of the size of ocean steamships. 

industrial revolution, so far as regards its pace, has been in 
reality not a revolution but a slow and gradual change, dependent 
on the energy and ingenuity of individuals and limited by the 
scarcity of men possessing such qualities. / 

I This human factor is usually ignored by the socialists and the 
constructors of utopias.^ To them it appears that the increase 
of productive capacity is a simple matter, and simplest of all in 
manufacturing industries. Double or quadruple the scale of the 
individual establishment; shut up the small ones and transfer 
their workmen to those of large size — ■ here is a ready way of 
increasing output and making matters easy for all mankind. It 
is part of the same utopian attitude that unending improvements 
in mechanical appliances are supposed to be an assured asset of 
the future under any condition of society. The fact is that great 
advances in the arts, whether they involve fresh invention or 
better management, or (as is commonly the case) involve both of 
these factors, arise from individual initiative, individual calcu- 
lation, individual leadership. In a socialistic state, as under a 
regime of property, the question will be how men shall be induced 
to scheme and invent, tp improve and to perfect their faculties 
to the utmost. WhaA motives now move men so to open the paths < 
of industrial advance, what other motives may conceivably ac- 
tuate them under different social conditions — all this must be 
reserved for later consideration. But it is not to be supposed 
that under any organization of society there is a royal road to an 
increase of production. 

, § 4./ A new phase of large-scale production has come to be of 
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great and almost ominous importance during the present gen- 
eration. Perhaps it should be called large-scale management 
rather than large-scale production; since it involves not so much 
an increase in the size of the individual establishments as the com- 
bination under single management of several establishments. It 
takes two forms, which may be described as horizontal and 
vCTtical. 

CEIorizontal combination is the union under single management 
or a number of enterprises of the same so|J| They are usually 
few, and each is usually on a large scale, iis'me size of the repre- 
sentative establishment in any industry enlarges, and the number 
of individual establishments shrinks, the stage is finally reached 
where but a few survive — a dozen, perhaps. (These then com- 
bine; not in the sense that one huge establishment supersedes 
the dozen, but that the dozen, while retaining their technical 
independence, are owned and managed as on^ Tho large-scale 
operation may have reached its limit so far as the mechanical 
apparatus of production goes, some gain may still be secured 
from united large-scale administration. A typical example is 
the American Sugar Refining Company. A modern refinery is 
a huge concern, costing a couple of millions of dollars, and putting 
out 10,000, even 15,000, barrels of sugar a day. Yet there are 
limits to its size. Beyond a certain point, enlargement no longer 
adds economy in operation. When an output beyond this capacity 
is called for, a second refinery of the same kind is erected, and so 
on until the total supply is provided. All these refineries, however, 
may be managed from one common center, with at least possibilities 
of economy. Their supplies may be bought in common, and dis- 
tributed among them in such a manner as to insure continuity 
in operation and the minimum outlay for transportation. This 
last factor, economy in transportation, is of great consequence, 
where the chief material (raw §ugar, in this instance) comes from 
great distances, and, being rapidly worked up, must be continually 
and systematically replaced. Machinery may be made identical, 
or "standardized,” in the different works, and its repair and re- 
placement tiiiB facilitated. These and other possible economies 
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may be offset, to be sure, in whole or in part, by the inherent 
dfficulties of large-scale management — notably the increasing 
difficulty of supervision. Experience, and especially the test 
of competition, can alone settle with certainty whether the ad- 
vantages offset the disadvantages. 

Horizontal combination is typical of the so-called “trust.” 

f he motive for such union under single management is two-fold. 

artly it is to secure aconomy in manag ement ; but largely it is 
to put an end to competition and Trlng about a more or less effec- 
f ivft mnnonol y/ So far as economy is secured, the movemmt 
may be to the public advantage. But if monopoly develops, 
it has grave possibilities of public disadvantage. How far monopoly 
in fact is likely to result, and how far cheapening of production 
is in fact brought about, is still uncertain; time and experience 
alone can show. But it is clear that in some respects at least, 
and for some industries, such combination brings an extension of 
large-scale production and concentrated management. 

Different in its essential features is vertical combination, or, 
as it is sometimes called, the integration of industry. The usual 
outcome of the division of labor has been that the several steps in 
production which succeed each other in time have been conducted 
in independent establishments. But in some important trades 
there has appeared a tendency to unite such successive stages 
under single management. Thus the iron industry, in the older- 
form of organization, was split up into a number of separate 
branches. One producer — ' that is, a capitalist hiring and direct- 
ing a group of workmen — carried on ore mining, and disposed 
of his ore to other producers engaged in smelting it into pig iron. 
Still another producer similarly cut the wood and converted it 
into charcoal — this in earlier days when wood supplied the fuel 
for iron making; or, after coke supplanted charcoal, mined the 
coal and made it into coke. The pig-iron maker, who had bought 
the ore and the fuel, sold his product to the puddler or steel maker, 
who in turn sold his bar iron or steel to the machinist, the builder, 
the wire maker. Vertical combination, or the integration of in- 
dustry, appears when all these successive steps are united under 
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single management — when many of these phases of iron and 
steel making are combined in one great enterprise. 

The United States Steel Corporation carries out this sort of 
combination in a typical manner, and on an enormous scale. It- 
self a union of previous combinations which had adopted the same 
method on a scale already great, this corporation owns vast mines 
of iron ore, of coal, and of limestone. The mines are situated 
chiefly on the shores of Lake Superior, the coal mines chiefly in 
Pennsylvania. Most of the ore is carried to the coal, and smelted 
in the great iron-making district of which Pittsburgh is the center ; 
but in part the coal is carried north and west, meeting the ore, to 
be smelted at various places on the Great Lakes. To transport 
these materials, the corporation has its own railways in the Lake 
Superior region and in the region from Pittsburgh to Lake Erie; 
and it owns a great fleet of steamers and barges on the Lakes. 
The pig iron, made in its own furnaces, is converted into steel of 
various shapes in its own steel mills. The further operations of 
converting the steel into rails, structural and bridge shapes, plates 
and sheets, tubing, and wire, are carried on in still other establish- 
ments. In no other industry, and nowhere else in the world, has 
the experiment of vertical combination been conducted on so 
great a scale.. 

The iron and steel manufacture offers an unusually tempting 
field for vertical combination, chiefly, it would seem, because of 
the concentration of the supplies of raw material — coal and 
iron ore. Those who, at any stage of rising demand, possess 
the mines of coal and iron, have the whip hand in the situation ; 
hence the manufacturers of the more finished forms of iron and 
steel have sought to gain control of the mines, by pxirchase or 
amalgamation. This tendency has shown itself in some degree 
in Great Britain, and has proceeded in Germany almost as far 
as in the United States. The combination of a series of superim- 
posed establishments has now become the normal form of organiza- 
tion in the iron manufacture. 

Some tendencies of the same sort are found in other industries. 
The International Paper Company owns great tracts of spruce 
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forest, cuts the timber and logs, floats them to its own pulp mills, ■ 

and there manufacttires the paper which is used in such enormous 
quantity by our newspapers. The Harvester Company, already | 

referred to, owns forests and cuts timber ; it owns its iron and ' 

coal mines, and makes its iron and steel. The Sugar Refining | 

Company owns its forests and makes its barrels. Other industries | 

have shown a similar development in another direction — in the 
marketing of goods. The usual arrangement is for a separation 
between manufacturing and marketing. The shoe manufacturer 
commonly sells his output to the wholesale dealer or “selling [ 

agent,” who in turn often sells to an intermediate dealer, the job- j 

ber, and sometimes directly to the retailer. But some shoe manu- f 

faetuxers have undertaken not only the making but the marketing I 

of their wares. They have established their own retail shops, i 

scattered in many cities over the country, and thru these deal I 

directly with the consumer. Again, the American Tobacco Com- f 

pany, by establishing its own retail shops in great numbers, like- 
wise combined the distribution of goods and their production. I 

Vertical combination and horizontal combination may go 
hand in hand. The American Tobacco Company has attempted 
to combine all the establishments manufacturing tobacco for 
smoking and chewing; and the extension of its operations into 
the retail disposal of its products has been the outgrowth of the 
endeavor to form and strengthen this all-embracing horizontal 
combination. The Steel Corporation owns many iron furnaces, 
many steel mills, many tube works, many sheet-steel and tin- 
plate works, and thus exemplifies also the union of the two kinds 
of combination. The Steel Corporation has carried horizontal 
combination in some branches to the point of nearly complete 
monopoly; thus it owns virtually all the sheet-steel and tin-plate 
mills and tube works in the United States. But it produces little 
more than half the pig iron, and has by no means a monopoly 
of the steel rails or structural steel. In Germany, the SUMwerks- 
verband (Steel Works Association) has formed a compact pool in 
the, iron and steel manufacturfe, tho one that does not go the full 
length of completely unified ownership. In Great Britain, on 
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the otLer hand, while many large works have extended their opera- 
tions downward to the control of mines and upward to the making 
of finished products, there is very little of horizontal combination; 
the several great enterprises go their own way independently. 
In the case of the boot and shoe manufacturers, Just spoken of, 
who own their own tanneries or sell at retail their own shoes, the 
combination is vertical only; there is no attempt at horizontal 
combination. 

4^he movement toward vertical combination is less strong than 
that toward horizontal combination. ^ The iron trade, which 
presents so striking a case of the former, is exceptional. The 
desire to secure control of a limited or at least concentrated raw 
material, which has promoted the integration of the iron trade, 
has not affected others, in which the sources of raw material are 
more scattered. In the manufacture of cotton, wool, silk, or flax, 
there is no indication of any movement for control of the supply 
of raw material or for vertical combination in any other way. 
On the contrary, the tendency seems to be rather toward a minuter 
division. The textile industries in Great Britain and on the Con- 
tinent have always been split up into separate industries to a 
greater degree than in the United States. In Europe spinning, 
weaving, bleaching, dyeing, printing, are usually carried on as 
distinct industries. The tradition in the United States has been 
for the combination of several of these steps — especially spinning 
and weaving — * into one organization ; yet even here the move- 
ment of late years seems to be in the other direction. In the shoe 
manufacture, while there has been the marketing arrangement 
just noted, and in some cases a combination of leather tanning 
with manufacturing, the trend does not seem to be toward greater 
combinations. Some establishments make nothing but soles, 
others nothing but box toes, and so on. 

I^he movement toward combination, whether horizontal or 
vertical, is in part a result of the intensified competition which 
comes with the greater investment of fixed capital and the greater 
size of the separate enterprises. ^ But very largely it results 
from the discovery of the possibilities of organizatibn. What; 
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are the limits to the size of the enterprise which can be managed 
as a unit?: The single factory or shop, perhaps large, was sup- 
posed until comparatively recent times to represent that limit. 
But as the scale of industry has been enlarged, the operations 
have been systematized and subjected to more perfect control. 
The task of management itself has been subdivided. Separate 
persons are intrusted with the purchase of supplies, the sale of 
product, the maintenance of plant, the hiring and superintend- 
ence of labor, accounting and auditing. The genius of men 
with great inborn capacity for business has led to ever greater 
perfection of organization. The telegraph, the telephone, im- 
proved postal service, have promoted large-scale management 
as they have large-scale production. These striking changes 
have been the results of skill, judgment, and adniinistrative 
capacity in the guiding individuals, and also the cause of an in- 
creasing demand for the persons possessing such qualities. 

None the less, the larger the scale of operations, the more do 
its disadvantages appear. There is need for an expensive system 
of control — for supervision, accounting, auditing, the effective 
prompting of energy and economy. The test of competition 
settles in the long run whether the great combination is the more 
efficient agent in production. If it can produce more cheaply, it 
can sell more cheaply and displace its rivals.^ 

§ 5. Notwithstanding the wastes of competition, and the pos- 
sible economies of large-scale production, competing establish- 
ments hold their own over the greater part of the field of industry. 
There is no present prospect that competition will be generally 
supplanted by combination and monopoly. 

That competition operates wastefully seems in some cases ob- 
vious. The milk of a city, for example, is usually supplied by a 
number of dealers, each with his own set of customers scattered 
irregularly over a large area. If all who lived in a given quart6^ 
were supplied by one dealer, a clear economy in delivery would 
be secured. If the whole supply for an entire urban district were 

* To tills stiiteiaeiit of the automatC action of competition there are some Quali- 
fioations, considered in Chapter 65, § 3. 
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I under single large-scale management, there would be a possibility 

1 ' of cheapening the product still further, and (what in this case is 

specially important) of improving its quality. Retail dealers, 
especially in such things as groceries and foodstuffs, overlap in 
similar wasteful fashion. Commonly, too, the areas supplied 
I by competing manufacturers overlap. Advertising, again, seems 

I to be in large part designed to induce a customer to turn simply 

I from one dealer to another. If there were no competition — if 

[ one great establishment supplanted ten rivals — the same wants 

j would presumably make themselves felt, the same purchases 

; would be made, the expense of advertising eliminated, the goods 

I sold cheaper. 

I Tho some tendency is seen toward getting rid of the causes 

1 of waste, the tendency is not very marked. With the growth 

I of great cities, large firms and companies have come in great 

^ degree to control urban milk supply, yet with little indication 

I that complete and systematic combination is emerging. The 

t great manufacturing “trusts” endeavor to avoid cross freights, 

by making shipments from that one among their establishments 
which is nearest the point of delivery. But, as a rule, manu- 
facturers continue to compete and to ship in a seemingly haphazard 
way. The same is true of retail trade, where all sorts of estab- 
lishments, great and small, vie for the customer and duplicate 
facilities in the traditional and apparently wasteful fashion. 

The waste is probably less than it seems. Competition keeps 
every one keyed to a high pitch, nerves the shrewd and alert, 
weeds out the inefficient. Advertising is part of the mechanism 
of competition as well as of combination. Not least, competition 
leaves the purchaser some freedom; he is not subjected to the 
alternative of either turning to one single purveyor or else doing 
without. Even the most benevolent and considerate monopolist 
often becomes exasperating; how much more so the ordinary 
trader when no longer spurred by competition ! A choice as to 
what you would have, and when and how you would have it, 
satisfies a deep-rooted human instinct. In the advocacy of 
socialistic organization, the advantages of unified supply are much 
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dwelt on. But the consumer in the socialist state would have to 
accept whatever the all-controlling public managers put before 
him. The satisfaction which comes from freedom of choice ex- 
plains in large part the persistence of competition. 

The movement toward combination has been so conspicuous 
of late years that the extent of the field which it covers has been 
exaggerated. Agriculture shows it least; transportation, es- 
pecially by land, shows it most. In mining, there is the striking 
case of the iron trade ; and there is also, in the United States, 
the striking case of anthracite coal, where the strictly limited area 
of supply and the ease of alliance with railways have brought 
about effective combination. Nevertheless, most mining is still 
carried on by independent producers. In manufactures, most 
industries have not reached the stage of combination. Over the 
greater part of the industrial field, tho production tends to be on a 
larger scale, with great use of machinery and minuter division of 
labor, competition still prevails. 
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Capitai. 

Section 1. Production is spread over time. This fact disguised by the 
division of labor. Increasing use of plant and machinery in modern times, 
67-— Sec. 2. Producer's wealth and consumer's wealth; capital, 69 — 
Sec. 3. Capital rests on a surplus, 71 -- Sec. 4. In what sense capital 
rests on saving. Hoarding contrasted with saving for investment, 72 — 
Sec. 5. Investment means advances to laborers. Inequality of posses- 
sions in relation to advances. Middlemen for investment and advances, 
75 — Sec. 6. The maintenance of capital, as well as its creation, involves 
saving, 77. 

§ l.^he increasing complexity of the division of labor and 
the growing use of machinery have added to the number of separate 
stages in production and to the length of time over which the 
whole process is spread. Hence the greater need of a supply of 
tools and materials, the importance of capital, ^he problems 
which relate to owners of capital and to the inconie from capital, 
production is'spread over time in any society advanced beyond 
the most primitive savagery ; and this not merely for the several 
subdivided steps in production, but for production as a wholel| 
That agriculture takes time, from the sowing of the seed to th^ 
reaping of the crop, is obvious. But the sowing is not the be- 
ginning, nor is the reaping the end. The seed must have been 
itself sown and husbanded, and the tools for cultivation must 
have been prepared in advance. After the harvest, the grain 
which is reaped may indeed be available for satisfying human 
needs almost at once ; it is so in a small, self-contained community, 
such as we still see in a village of Hindustan. * But in the coun- 
tries of advanced civilization grain is carried by rail or water to a 
mill, probably distant; there ground into flour; then carried an- 
other distance tio dealers; and finally, after a considerable interval, 
put into the bands of the consumer. Each of these steps not only 
takes tiifie in itself, but implies the existence of apparatus which 
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has been made in the past and has taken time to make — the rail- 
way or steamship, the flour mill, the warehouses and shops of the 
middlemen. Almost all the operations of production require 
first the procuring of materials from nature’s resources, then 
their fashioning with the aid of tools and machinery. Let the 
reader but consider the mode in which the familiar articles of daily 
use have come into his hands — the clothing and the footgear, the 
furniture and household utensils, the books and ornaments, the 
house in which he dwells — and he will see how long has been the 
series of operations, how intricate the division of labor for each 
one, and how extended the period from the beginning of production 
to the final attainment of the consumable or enjoyable article. 

This fundamental fact, resting on the complex division of labor, 
is yet disguised by that very division. The tanner who puts his 
leather on the market, the farmer who sells his flax, the ironmaster 
who sells his steel or non, each thinks of himself as marketing a 
completed product. By the sale he gets money, and so the com- 
mand of the enjoyable things he wishes to buy or of the things 
needed for continuing production. He never stops to reflect 
what must further be done to the thing which he sells; how it 
must pass through the hands of a long chain of producers and 
dealers before it reaches in consumable form those whose wants are 
finally satisfied. 

In modern times, the most significant aspect of this element of 
time in production is found in the increasing use of machinery 
and plant of all sorts. Machinery, tho it may be simply a 
more intricate kind of tool, adds so much to the preparatory work 
that it has greatly accentuated the problems that arise from the 
spreading of production over time. A factory requires a year 
or years to build; the machinery in it requires still more time 
to make. Many years are needed for constructing a railway; 
a generation for such a work as the Suez Canal or the Panama 
Canal. The factory, and the machinery in it, exist for the pur- 
pose of eventually turning out things to be used and enjoyed. 
The railway and canal facilitate the geograp'hical division of labor, 
and serve to^promote, thru a series of steps which only begin when 
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these means of transportation have been completed, the eventual 
abundance of things to be used and enjoyed. One simple fact 
illustrates how marked the tendency toward greater use of plant 
has been in the period since the industrial revolution began. 
The world’s annual production of iron has multiplied tenfold the 
last half century, and sixtyfold in the last century,^ Iron is used 
solely (the exceptions are insignificant) as an instrument of 
production; it is the foundation of the material apparatus of 
civilization; it means plant, tools, machinery. The enormous 
quantities of it which have been turned out in modern times 
signify an extraordinary increase in the construction of elaborate 
and expensive apparatus, and a corresponding extension of time in 
the operations of production. 

§ 2. If we were to take a cross section of the community’s 
possessions at any given time, we should find them to be of the 
most diverse kind. There would be, in the first place, such things 
as iron ore and steel bars, timber and wool and cotton, factories 
and railways and ships, stocks of all sorts in warehouses, com- 
modities ready for sale in the retailers’ shops. And in the second 
place, there would be houses, furniture, clothing and food, in the 
hands of those using them for the satisfaction of wants. To the 
first set of things we apply the term capital, or producer’s capital; 
the second set we call consumer’s goods, or wealth t^at is not 
capital. The first set we may speak of as unfinished goods, the 
second set as finished and enjoyable goods. For some purposes 
of economic analysis they are similar, for other purposes dis- 
similar. The difference between them is essentially one of degree ; 
yet is so great as to justify a distinction.^ For the present, we 
shall find it convenient to apply the term ^'capital” specifically 

1 The world’s annual output of pig iron was : — 

In 1800 825.000 tons 

In 1850 - . . 4,760,000 tons 

In 1870 11,900,000 tons 

In 1910 . 60,500,000 tons 

2 The difference in degree is one as to the time when satisfaction or utility accrues. 
That time ia commonly nearer in the case of consumer’s goods, and more distant 
in the case of producer’s capital. See what is said below on these subjects, Chapter 
40. 
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to the first set — to producer's capital. The second set will be 
referred to as enjoyable or consumable or finished commodities; 
and only when speaking of them in those aspects and relations 
which offer analogies to the first, shall we refer to them as con- 
sumer's capital. 

. Capital, then — that is, producer's capital — is not in en- 
joyable form ; it is not now a source of satisfaction. It exists 
for the purpose of increasing consumer's wealth. Its relation 
to enjoyable goods is twofold. On the one hand, it may be said 
gradually to ripen" into such goods. On the other hand, it is a 
means of increasing their supply. 

It is easy to see that raw materials, as they are commonly called, 
ripen into finished commodities. Wool is converted by successive 
steps into clothing, grain into bread, stone and timber into a house. 
But a process the same in essentials takes place with tools and ma- 
chinery. Suppose a printing machine to last for one year only, 
being worn out and worthless at the close of the year. The books 
printed with its aid are the product not only of the labor applied 
to making the paper and other materials, and of that applied by 
the compositors and other workmen in the printing office, but also 
of that applied in the construction of the printing machine itself. 
If we suppose that one hundred books are printed in the course 
of the year, the machine may be said to have ripened into so many 
enjoyable goods, and each of these may be said to have embodied 
in it one hundredth of the labor which was given to constructing 
the machine. The machine as such has disappeared, just as the 
paper and ink as such have disappeared ; in place of all three we 
have the printed books. If the machine lasts for ten or twenty 
years, the labor of constructing it contributes to making a much 
greater quantity of books, and a smaller fraction of the labor of 
construction is embodied in each book. So of all machinery and 
all plant. It wears out sooner or later, and may be said sooner or 
later to ripen into goods that satisfy our wants. 

The most important single cause of the abundance of cx)nsumable 
goods, and so of the improvement in the material welfare of man- 
kind, iafomid in those forms of capital which are commonly spoken 
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of as fixed — in tooIs> macliinery, plant. Certainly this lias been 
tbe most important cause of the remarkable advance in material 
welfare which the civilized countries have made during the last 
century. Erect a great cotton or woolen mill, a shoe factory, a 
large sugar refinery or flour mill* — ^take much time and apply 
much labor for getting ready an elaborate apparatus — and even- 
tually you will secure your product in greater abundance, and with 
less labor embodied in each unit. ^ The making of machinery it- 
self has illustrated this tendency as strikingly as any other branch 
of production. The manufacture of iron and steel, conducted 
on a great scale, with elaborate aiid expensive plant, serves to turn 
out in cheapness and abundance the metal indispensable for the 
apparatus of production at large. Locomotives, textile machinery, 
agricultural implements, not to mention the simpler tools of the 
mechanic, are themselves made with machinery. 

In order that all this application of plant may work smoothly 
and effectively, the supply of materials must also have been on 
a large scale ; and this again involves prolonged preparation. A 
great iron furnace, kept in blasi night and day, year in and year 
out, takes into its maw huge quantities of non ore, Coal, and lime- 
stone. These, no less than the furnace itself, must be made 
ready in advance. So the textile mill requires its wool or cot- 
ton or silk, the shoe factory its leather, the refinery its raw sugar. 
Thru all the complicated operations the trend is the same; 
elaborate preparation, production spread over time, much capi- 
tal, eventual plenty and cheapness of the consumable goods. 

.§ 3 ; 'Tn order that there shall be capital and time-using pro- 
duction, there must have been at some previous period a surplus, 
|The. more of capital there is to be, the more must there be a sur- 
plus to draw 02^ 

In the very earliest stages of the formation of capital, that 
surplus showed itself directly in the fact of spare time. The 
first rude implements of stone and bronze must have been fash- 
ioned during hours when labor did not need to be given for the 
satisfaction of imperative wants — when there was a chance 
of . doing something else. What motives may have influenced 
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man during this stage, and by what chance the first tools were 
hit on, we cannot guess. Very possibly a mere instinct of con- 
trivance was the moving cause. A reasoned understanding of 
the gain from having tools and supplies must have set in at an 
early stage. The choice under the simplest conditions is between 
the present and the future ~ between idleness or amusement 
for the moment and provision for future needs. 

The greater the surplus, the greater the time and labor which 
can be given for future needs. When the arts are at so low a stage 
that little is produced beyond the bare necessaries of existence, 
provision for the future can be made only on a scanty scale. 
On the other hand, the very scantiness of capital is an obstacle 
to the effectiveness of labor and so to the existence of any con- 
siderable surplus. During long ages mankind was thus in a 
position of double difficulty. Without capital the productiveness 
of labor was meager, and yet with meager productiveness of labor 
there was little possibility of creating more capital. 

It is not to be understood that the slenderness of the surplus 
stock was the only obstacle , to the creation of capital. Ignorance 
of patural laws and of the possibilities of tool making, carelessness 
of the future, were no less important. But without the surplus 
the very foundation for building up any effective apparatus of 
production was lacking. Here, as often, the first step was the 
hardest. Once man had become possessed of some capital, the 
productiveness of his labor became greater and thereby the crea- 
tion of still more capital became easier. 

§ 4. In the preceding section we have spoken of capital as being 
made or created. But capital is also said to be saved and accu- 
mulated. Both expressions are permissible. If we think of one 
person or set of persons as being alone concerned with the several 
steps by which capital comes into existence, we can see that this 
person not only provides for the future by saving, but also uses his 
surplus in shaping tools or getting together materials. But in a 
society having an elaborated division of labor, the' two things 
are rarely done by one person ; that is, they are rarely done to- 
gether by one. person for any given item of capital. | A machinist 
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may save ; but there is no connection between his present savings 
and his present work on the machines. It is the previous savings 
of other people that made possible the materials and the machines 
as he finds them, incomes and expenditures take the 

form of money, savings are made not by putting aside things in 
kind for one^s own use but by putting aside money for future needs. 
On the other hand, tools and other apparatus of production are 
made for the market by persons who are not consciously providing 
for the future. They are then bought by other persons who wish 
to invest/^ The process by which these separate steps are made 
to bring about their joint result in the modern organization of 
industry deserves careful consideration. 

Saying may take the form of simple hoarding. The miser 
who puts away a store of coin, saves and provides for his own or 
other's needs. But no addition to the apparatus of production 
results from such saving. Where property is insecure, from the 
rapacity of a despot or from the feebleness of a government unable 
to protect against foreign invaders, hoarding is sometimes done on 
a large scale. In British India, during many centuries preceding 
the British occupation, both these causes of insecurity existed. 
Hence persons who had means put them largely into the form of 
specie and jewels — articles having much value in little bulk 
and capable of being hidden or carried away. The European ag'- 
gressors of the seventeenth or eighteenth century found great 
stores of such wealth in Hindustan, not because that country 
had rich mines, but because the people had attained a consider- 
able civilization and prosperity, and had hoarded long. Not- 
withstanding the peace and security which British rule has long 
maintained, the habit of putting accumulated means into this 
form has continued in India to our own time. In France, for 
a long period preceding the French Revolution, the peasantry 
— those among them, comparatively few, who had anything at ' 
all in the way of a surplus — put away coins one at a time, hidden 
in the chimney or garret until enough had been accumulated to 
buy a scrap of land. Fear of spoliation and ignorance of other 
ways of doing anything with the money caused their saving to 
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take the form of hoarding. No addition to capital was thereby 
promoted. Nor was there any addition to capital even when the 
accumulated coins were brought out for the purchase of land. 
The noble of whom the purchase was made probably frittered 
away the proceeds, and the only immediate result of the peas- 
ant’s accumulation was the transfer of land from one hand to 
another. Such practises continued in France after the Revolution 
and indeed thru the nineteenth century. The Franco-German 
vrar of 1870-71 and still more the Great War of 1914-18, leading 
as they did to enormous and widely diffused public borrowings, 
finally made a great breach in the peasants’ habit of putting aside 
hoards of specie. 

The great bulk of saving, however, takes in modern times the 
form of imestmmt. Contrast the process of hoarding With what 
happens when money is put away in a savings bank — ^an opera- 
tion which we may select as typical of the methods of investment 
in a modern community. The person who leaves his cash with 
the savings banks commonly thinks only that it is safe, and that 
he is paid something as interest on it. But the cash is not kept 
in the coffers of the institution. A small fraction only is retained, 
to meet possible calls of depositors who wish to make withdrawals. 
Almost all of it is lent out to persons who use it for making a 
profit. Now profit arises, in the ordinary course of things, from 
the operations of production ; and the person who borrows money 
uses it for the purchase of things needed in production. He may 
be a manufacturer who erects a building, buys machinery and 
supplies, hires workmen. He may be a merchant who buys com- 
modities from the manufacturer, and carries them one stage further 
in the successive stages which bring them at last to the consumer. 
Every person who directs production — such as the manufacturer 
or merchant ■ — uses a large part of his means in buying materials 
or tools or stores from producers of a previous stage, so recouping 
them for the outlays they have already made. The money means 
which are put at the disposal of the business class as a whole are a 
most impo^nt part of the mechanism for adding to the concrete 
apparatus of production. 
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§5. The fundamental fact in this elaborate mechanism of 
saving and investment is that advances are made to laborers. 
One set of persons puts aside money means ; thru various channels 
other persons are given command of these money means and use 
them to set laborers to work. Here, again, the division of labor 
between those who carry on the successive stages of production 
conceals the essential nature of their operations. A manufac- 
turer spends only a part of his means upon hiring laborers directly ; 
the rest he uses in buying plant and materials and in the other ex- 
penses of production. But those materials were themselves fash- 
ioned by laborers to whom another set of advances had to be made 
by a previous capitalist. The wholesale or retail merchant hires 
comparatively f ew laborers — only a set of clerks and a porter 
or two. But he recoups by his purchases of goods the advances 
of a long series of preceding employers, himself giving only the 
finishing touches in the whole process. ^ Looking at the operations 
of capitalists and employers as a whole, and analyzing the outcome 
of the division of labor among them and their workmen, we find 
that all capital is made by labor, and all the operations of the capi- 
talist class are resolvable into a succession of advances to laborers. 

These advances, just spoken of as money turned over to la- 
borers, consist ultimately in a provision of commodities for their 
use. I The money is but the medium whereby laborers get com- 
nland of the commodities which they buy.\ These commodities 
— things to eat, to wear, to give shelter — are in the last analysis 
what the employing class hands over to those whom it employs. 
Some of the advances were made in the past, and are represented 
now by plant and materials, still in use, of which the full equiva- 
lent has not yet been reproduced in finished form. Some are 
made from day to day, in the course of current operations. The 
whole of existing capital may thus be described as a great accumu- 
lated surplus which has been used and is being used for main- 
taining labor, while provision is made for the future. The process 
of setting laborers to work in the initial stages of production m 
going on all the time; similarly that of bringing articles to the 
final stage of consumable form. * 
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The wide separation, in modem societies, of the two acts need- 
ful for the creation of capital — saying and the application of 
labor — is inequality. Persons of the well- 

to-do class have a considerable surplus over current needs, and 
save with comparative ease. They own most of the apparatus 
of production. But in our modern societies the great majority 
are not of the well-to-do class, and have little in the way of a 
surplus. They have small accumulations, and they are mainly 
hired by others in carrying on the operations of time-consuming 
production, and in making and maintaining capital. No doubt, 
some savings are made by the working classes; and thim the 
agency of savings banks and similar institutions, these savings 
have increased rapidly. But while absolutely considerable, 
they are no large proportion of the total accumulated means. 
The greater part of the capital owned and maintained in modern 
communities arises from the savings of the comparatively small 
number of the more fortunate classes. 

A chain of middlemen commonly connects the individual who 
saves with the laborer to whom advances are made. The em- 
ployer himself, tho lie almost always uses some means of his own, 
commonly is a borrower. He borrows, however, not from the 
savers directly, but from their various agents and representatives. 
The savings bank, for example, collects surplus sums from in- 
dividual savers, yet often deals with the employer of labor only 
thru brokers and other middlemen. It buys stocks and bonds 
from brokers and banldng firms. The banking firms have issued 
them after long negotiations with the persons undertaking the 
operations to which the whole series of transactions is in the end 
directed. Bankers are the typical intermediaries; their essential 
function is to direct the stream of surplus money income into one 
direction or another, and to put into the control of one or another 
group of employei’s the means for setting laborers to work. Life 
insurance companies, which collect and equaliz;e funds put aside 
by many individuals in order to provide for future needs, are 
among the great modern agencies of saving. Like the savings 
banks, they commonly make their investments not by direct 
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loans to employers, but thru bankers and other intermediaries 
who take the first risks of production and guarantee the investors 
a secure return. Dm-ing the last half century there has been an 
immense increase in the amount of savings and investments by 
persons who themselves are neither desirous nor competent to 
direct actively the operations of production. Hence there has 
been a great development of the class of middlemen who inter- 
vene between them and the active managers; there have been 
great possibilities of profit for those middlemen, great possibilities 
of abuse in positions of trust, but also great effectiveness in col- 
lecting and investing the savings that underlie the enormous 
growth in the total capital of modern communities. 

§ 6. Not only the creation of capital involves labor and 
saving; its maintenance does so also. 

All forms of material wealth wear out in course of time. Some 
sorts of capital are indeed very durable, such as irrigation dams 
and granite docks. Some last a considerable time, as buildings 
and machinery. Others are used up very quickly, as the coal 
which is burned under the boiler. All need to be replaced as 
time goes on; some slowly, in proportion as they last long; some 
qiiicldy, in proportion as they are rapidly used up. In order 
that the existing apparatus of production may be maintained, 
a certain amount of labor must steadily be given to its renewal 
and replacement. This labor must be supported, and its support 
means repeated demand upon surplus and savings. 

The manner in which this takes place may be illustrated by 
the depreciation account which appears on the books of every 
manufacturing enterprise. The manufacturer knows that his 
machinery wears out, and that if his capital is to remain unim- 
paired, he must set aside something annually to replace it. Not 
only does his machinery wear out ; in a period of rapid improve- 
ment and invention like our own it fast becomes antiquated, and 
he must be prepared for the possibility of having to discard it 
even before it has ceased to be workable. If we assume that its 
life is ten years, he must set aside annually something like one 
tenth of its value; to put it more exactly, he must put’aside such 
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sums as, invested and compounded, will make up the value at 
the close of the decade. If he is to secure a permanent profit, 
he must reckon these amounts as part of his expenses. Yet, in 
the first instance, the amounts are so much surplus, available for 
expenditure, but not expected to be used for current expenses.^ 
They are presumably used for purchasing new apparatus to re- 
place that worn out; but they are not necessarily so used. 

Commonly, capital is maintained intact; not in the sense 
that the same machinery or materials are maintained indefinitely, 
but in the sense that, as they wear out, other machinery and ma- 
terials are regularly produced to take their place. The surpluses 
which are put aside to balance depreciation are again invested in 
the same enterprise and the same instruments, or in some other. 
The habit of saving is strongly intrenched among the well-to-do. 
Spendthrifts are rare, and such wasting as does occur is more than 
balanced by the fresh accumulations of new savers and investors. 
Consequently the making of new capital ~ of machinery, materials, 
and apparatus of all sorts — goes on constantly. The persons 
who in the established division of labor are engaged in the macliine- 
making trades, have the well-founded expectation' that the ap- 
paratus which they produce will be bought to replace that which 
has worn out. The manufacturer find's new machines already 
prepared. Under the division of labor, provision is constantly 
made for anticipated needs, and among those needs that of re- 
placing of capital steadily makes itself felt. 

The repair of capital, as well as its complete replacement when 
worn out, calls for the recurrent exercise of saving. Some kinds 
of apparatus must be touched up a little from day to day in order 

1 In practise, the actual setting aside of money, and its inve,stment over a term 
of years as a separate fund toward depreciation, is probably rare. Usually, a 
sum is each year debited on the books against earnings, for depreciation. On the 
other hand, one or another item of plant is renewed or repaired each year — the 
whole does not become useless at one fell swoop — and the sums spent for replace- 
ment are charged against the depreciation account. In any given year, more or 
less may be actually so spent than is regularly set aside for depreciation. If less 
is spent, and the depreciation fund accumulates, it is often used, in a profitable 
enterprise, fc^r putting in additional machinery or improvements — - it is invested 
m the plant rather than for the plant. 
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to be in good working order. Such is the case with the roadbed 
of a railway, which ’needs almost hourly attention and would be- 
come quite unusable if neglected for a few weeks. The locomotive 
of a railway, again, is subjected to constant heavy strain, and 
needs to be sent to the machine shop at frequent intervals; until 
finally, after perhaps a generation of alternate using and patching, 
it goes to the scrap heap and has to be replaced with a new one. 
The continued maintenance of capital by operations of this sort 
means the steady application of labor hired — • almost always, thru 
middlemen in a successive series — by persons who mean to keep 
their capital intact. 


CHAPTER 6 


The Corporate Orgajstization OF Industry 

Section 1. Partnerships and corporations. Limited liability. ^ Corporations 
from the legal point of view and from the economic, 80 — Sec. 2. Ad- 
vantages from corporate organization. Large-scale operations facilitated ; 
new and venturesome investments promoted; stimulus to savings and 
investment, 83 — Sec. 3. Ease of transfer serves to divide risks and so 
promote investments, and to bring control into capable hands. But it 
leads to great evils : overreaching, stock exchange gambling, control by 
the unscrupulous, 85 — Sec. 4. Increasing importance of financial 
middlemen. Power of trusted bankers and managers, 89 — Sec. 5. 
High security of much corporate property makes the leisure class more 
permanent, 90. 

§ 1. The growth of large-scale operations has caused a great 
development of combined action by producers and investors; 
that is, by those who guide production and those who own the 
apparatus of production. Association by the manual laborers 
themselves, for the conduct of production, is a different thing. 
It might conceivably be an important and even dominant form 
of industrial organization ; but in fact it is not.^ The form which 
is more important than any other in the modern world is the 
association in the business corporation of capitalist owners and 
managers. 

The simplest form of association fay such persons is the gjjt- 
nership of two or more persons. (The distinguishing mark of 
the partnership in the eye of the law was originally the joint and 
several liability of the partners for all debts ; and this still re- 
mains in most cases. \ Each of the partners is liable individually 
and without limit fdr all debts of the firm. A creditor, if his 
claim is not met according to stipulation, may levy on any one 
of them, and may secure the full amount of his debt from that 
one. The mode in which the partners then settle the distribu- 

* See what is said, in Chapter 61, of co5peration by workingmen. 
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tion of the obligation among themselves is a matter with which 
the creditor need not concern himself. 

The distinguishing mark of the corporation is hmited liability. 
The several associated persons cohtrlBate to the undertaking, in 
: the form of a subscriptiM stock, a given sum. 

The liability of each for debts is then limited in proportion to 
f his subscription. Usually it is limited to the precise amount 

i subscribed. When they have once paid in that sum in full — 

the par values of their shares — they can be called on to pay no 
more. Occasionally there is a different liability. For example, 
in our national bank corporations, the liability is double; the 
shareholder may be called on to pay not only his original subscrip- 
tion, but (in case of need for meeting debts) as much more. Some 
limitation there almost always is. In the United States (almost 
without exception) a shareholder in a corporation is not liable, 
as is a partner> to the full extent of his means. 

The legal distinction between a partnership and a corpora- 
tion does not run parallel with that which is significant for the 
purposes of economic study. For the economist, the important 
distinction is between an association of a very few persons, well 
known to each other and actively engaged in the undertaking, 
and an association of a considerable number of persons, strangers 
to each other and generally investors not closely concerned with 
the management. Size, tho not necessarily significant, yet dis- 
tinguishes roughly the two kinds of economic organization. It 
is true that many corporations are small, some partnerships large. 
But usually the conduct of operations on a considerable scale, 
and with a considerable number of participants, is in the corporate 
t form; while partnerships usually confined themselves to more 

moderate undertakings. 

During the last half century, legislation in English-speaking 
countries has greatly modified the sharp distinction which the 
law drew in earlier times between the partnership and the cor- 
poration. The strict rules of the older common law n^e 
partnership a cumbrous form of organization, It to be'*' 
^ wound up on the death of any partner, and it was in other ways 
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hampered in continuity of operation. Accordingly statutes 
have permitted partnerships to have some of the characteristics 
of corporations, — contin ing existence, inactive members, some 
limitation of liability. On the other hand, corporations have been 
allowed to enter on all sorts of industrial fields which formerly 
were shut to thenir\ Originally, industrial corporations were 
authorized only where some special public interest was supposed 
to be involved ; as in the case of the great companies for foreign 
trade in the seventeenth and eighteenth century, of banking cor- 
porations, and, in later days, canals, turnpikes, railways, and the 
like. But the convenience of this form of associated action, 
compared with the cumbrousness of the partnership, caused a 
gradual extension of its field, until at present any and every sort 
of industrial enterprise may be conducted in corporate form. 

The consequence is that many business corporations are of 
small size, owned and managed by a few individuals whose re- 
lations to each other are substantially those of partners. The 
choice between a corporation of this sort and a partnership of the 
older type is often determined by the peculiarities of the law in 
the place of action, by its tax methods, by its legal procedure. 
The fundamental distinction of limitation of liability has ceased 
to be of vital importance. It is true that a partnership with un- 
limited liability may be expected to enjoy bett^credit, since 
those who lend to it have more to fall back on. ^ But credit in 
modern times depends very much on the person^y and busi- 
ness repute of the borrowe^or, if there be question as to their 
business standing, it deptafe on the direct pledge of property. 
The other conveniences of corporate organization outweigh any 
disadvantage on the score of credit. Hence “Smith & Jones, 
Incorporated,” or “Smith & Jones, Limited,” or the “Smith & 
Jones Company,” supersede plain “Smith & Jones”; but this 
change in the legal form of organization is of little economic 
consequence. 

Very different, to repeat, is the economic significance of what 
we may call the true corporation. Here there are many shares 
holders, directors selected from among them, and managers 
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chosen by the directors — in other words, a clear separation 
between owners and managers. This is the sort of organization 
chiefly found when production takes place on a very large scale. 

In our own time, and in the United States, many people asso- 
ciate with the term “corporation” something still different; 
not only divided ownership and large-scale operations, but special 
public importance. They think of corporations as having a 
monopoly power, and therefore peculiarly subject to public regu- 
lation. “Public service corporations” are spoken of as if they 
were the corporations. Whether there is a clear line of distinc- 
tion between the so-called “public” corporations and the others 
and whether large-scale operations in themselves bring monopoly 
and public responsibility, will be considered in another place.* 
For the present we are concerned simply with those aspects of 
corporate development which have to do with the growth of large- 
scale production in modern times, and with the modern mechanism 
of saving and investment. Not only corporations of the “public 
service” kind, but others which are commonly regarded as having 
no special duties or relations of a public sort, present these aspects. 
Hence in the following sections we shall speak of "corporations” 
in the sense indicated above — those which operate on a large 
scale, which have many shareholders, and in which investors and 
managers are clearly separated. 

§ 2. The advantages of the corporation for the development 
of industry have been great. 

In the first place, larg e-scale operations have been, facilitated. I 
Many modern enterprises require so great a capital that no in- 
dividual could supply it. In some of the older books on economics 
it was said that such enterprises could be undertaken only by the 
state ; and hence mere size was regarded as a criterion for public 
management of industry. This reason for resorting to public 
management can now have no force. Tho no individual or small 
group of individuals be able to furnish the funds needed, the 
corporate combination of numerous individuals can supply the 
means for any undertaking, however large, ^ 

.... I gee Chaptier 64;^ 
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Limitation of liability has been a chief factor in promoting 
large-scale operations under corporate organizations! Every 
enterprise involves risk, especially in its first stages. Where 
the enterprise is large, the amount risked and the consequent 
liability are correspondingly large. If each individual who took 
shares were liable for debts, as a partner is, without a limit, in- 
vestment would be checked. Occasionally it has happened that 
a great business, conducted in essentials under corporate form, 
but without the legal safeguard of limited liability, has met re- 
verses and failed. Each shareholder has in such a case been 
subject to levy for all his property. Thus when the Glasgow 
Bank failed in 1878, hundreds of small shareholders in Scotland 
were ruined because each was liable for the debts without limit. 
Probably few of them were clearly aware of this possibility when 
they became owners of their shares. The general practise of strict 
incorporation and consequent limitation of liability had put them 
off their guard. If experience like theirs were frequent, it would 
not be possible to gather the capital for large enterprises by con- 
tributions from many scattered individuals. 

Again, new enterprises, both large and small, and especially 
those which are large, have been promoted by the limitation of 
liability. The progress of invention in modern times, the diversi- 
fication of industry, the increase of productive power — all this 
has taken place by successive ventures, each of which meant at 
the outset uncertainty and risk. It is comparatively easy to 
induce a person to take a few shares, or even a good number of 
shares, in a novel undertaking presenting possibilities of profit; 
but if participation involves also the possible loss of his entire 
fortune, he will be slow to join. Such a great risk will be taken 
only if the possibilities of profit be very great indeed; that is, 
if the prices of the commodity or service in question promise to be 
high enough to yield an exceptional profit. Limitation of liability 
and consequent readiness to invest in venturesome operations 
mean not only that more such operations will be carried on, but 
that the community will get the output on better terms, i 

Probably most important of all the ways in whidTrorporate 
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organization has promoted the development of industry has 
been the ease of investment, and the consequent stimulus to 
saving and the making of capital. In the eighteenth century 
almost the only possibility of investing in securities was thru 
the purchase of public obligations; and these, tho they meant 
investment by the individual, usually brought no increase in the 
community’s capital Merchants and persons in active business 
could indeed manage the investment of their surplus means in 
factories, warehouses, ships, and the like. But the investor pure 
and simple could not turn to them. If he did not buy govern- 
ment securities, he had little choice except to buy and improve 
real property. Real property is not divisible into convenient 
shares, and involves a good deal of management and not a little 
risk. The modern security market, on the other hand, offers 
an almost limitless field for the investment of savings, great and 
small Railways, factories, steamships, mines — all are con- 
ducted under corporate form, and corporate obligations represent- 
ing them can be bought at a moment’s notice by any one.f Savings 
have been made liquid, so to speak, and can flow with ease and 
in any desired volume wherever there is a prospect of their ad- 
vantageous use. \ The ease of investment in corporate enterprise t 

has sedated and, by a reciprocal influence, the unceasing | 

accumulation of savings has made possible an immense increase of !; 

real capital under corporate management. f 

§ 3. The consequences of ease of transfer for corporate shares^^"'>^ 
deserve special attention. It is by no means essential to corporate ? 

organization; for conceivably those who have embarked as share- : 

holders in a company might bind themselves to stick to it for - 

good or ill But transferability is so ancient and so nearly uni- 
versal that it is commonly thought of as a natural and necessary 
part of corporate organization. 

T ransf erability, like limitation of liability, is advantageous 
for the community in that it makes possible a greater division of ; 
risks. A person who has invested by taking shares in a given cor- 
poration is not thereby committed to the bitter end. If he does 
not think well of its prospects, or comes across some^opportimity J 
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which he finds more promising, he can sell his shares to another 
person who has a better opinion than his own of the original 
venture. As will be explained more fully in the later discussion 
of speculation and exchanges, ease of sale in any set of business 
dealings facilitates venturesome operations, and permits them 
to be carried on at a smaller margin of profit.^ It is so with sales 
of securities and speculative operations on the stock exchanges. 
The essential advantage of such transactions for the public is 
that they operate as a sort of insurance against risk, and so stimu- 
late investment, especially in new enterprises. 

^ansferability of shares probably has another advantage. 
[^Jf^ends to bring ownership and control into the hands of the 
shrewd and competent:~l Those who judge best of the prospects 
of an enterprise and who exercise influence intelligently toward 
its skillful management, buy out those who are less capable. 
Good judgment is perhaps the most important quality for success 
in business operations, and tells immensely both for an individual’s 
money-making and for the efficient utilization of the commimity’s 
labor and capital.* Whether the reward which such judgment 
secures, often so large and so quickly won, is in proportion to the 
services rendered, is an open question. But judgment does tell 
immensely for the efficient conduct of industry, and transferability 
of corporate shares aids in making it tell. 

Transferability, however, has had some consequences that 
are clearly not so beneficial. The sense of association for com- 
mon ends has virtually disappeared among the shareholders of 
the modern corporation. Tho it persists more or less in the closely 
owned family corporation (the quasi-partnership), it is gone 
where the holders are many and widely separated. fEach looks 
out for himself ; deserts the venture in case of expected loss as a 
rat deserts a smking ship, or, if he expects a gain, quickly gathers 
in from his associates a larger number of shares for his own profit^ 
To sell out when the affairs of a corporation are going badly, to 
buy in when they are going well, is the height of business acumen. 

^ 1 See Chapter 11. 

» Compare Chapter 49, § 4. 
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This is quite inconsistent with the original notion of a joint ven- 
ture for common profit or common loss ; but it is not for a moment 
thought of as violating any princi^^ morals or of fair play. 
No doubt it brings the advantages just mentioned: the constant 
buying and selling lessen risk for the individual, and make for 
control by the shrewd and able. But it is among the phases of 
individualism that bring a shock to a nice moral sense.^ 

The extraordinary growth of corporate enterprises and the 
transferability of their shares have brought into existence the 
modern stock exchanges, with all their conspicuous and some- 
times overshadowing influences. The homogeneity of shares 
and other securities makes them available for purchase and sale 
by all sorts of persons, and thus peculiarly adapted for speculative 
dealings.^ By far the greater part of the transactions on the ex- 
changes have nothing to do directly with the process of actual 
investment ; usually that has been completed before the securities 
are listed. It is only in the way of anticipation, thru the indirect 
influence of the prospect of easy transfer, that stock exchange 
dealings promote the increase of factories, railways, concrete 
capital, Tho the gain in this way is real, it is accompanied by 
a vast deal of unproductive effort in the way of stock gambling; 
nor is it easy to say whether the social gain on the whole out- 
weighs the social loss. Most persons who discuss these matters 
have but hazy notions as to what constitutes the social loss or gain. 
They assume the corporate organization of industry as a settled 
fact, without discriminating wherein it is really to the general 
advantage. They assume transferability of shares to be a settled 
fact, without stopping to think whether the gain from quickened 
investment outweighs the material and moral loss from gambling. 
Still less do they consider whether the advantage from more 
efficient management at the hands of the shrewd outweighs the 
social disadvantage arising from greater inequalities in wealth. 

1 This disappearance of all sense of solidarity between shareholders is recognized 
frankly in the German practise of issuing certificates to bearer» as bonds are com- 
monly issued ; coupons being attached for such dividends as may accrue at stated 
dates. 

* Compare again what is said below in Chapter 11, * 
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Transferability often brings still other unwelcome conse- 
quences. ^Control passes not only to the shrewd, but to the 
unscrupulous also /f The directors and other insiders^' who 
are best informecF about the prospects of a corporation play the 
game with loaded dice when they buy from the ordinary share- 
holders or sell to thmj This sort of action is not indeed sanc- 
tioned, as buying and selling among ordinary shareholders are, 
either by law or by general opinion. In the eye of the law, a 
director is in a fiduciary position. He is not allowed to profit 
from dealings with those whose interests he has in charge and 
is under obligation to disgorge any gains from such unfaithful 
doings/ In the corporation of moderate size, whose shares are 
closely held, violation of fiduciary duty is frowned on by public 
opinion also. But in the great corporations the rigging of the 
market and speculative profit from inside information are not 
condemned with seriousness in business circles ; and this largely 
for the reason that so many play the same game, or try to play it. 
The whole fry of buyers and sellers of stock are trying to over- 
reach each other. Those who fail lack only the shrewdness or 
good fortune, not the will, to get the booty. In stock exchange 
gambling, as in dicing and card playing and speculation in grain 
or cotton, it is the presence of a great mass of greedy and gullible 
persons that creates the opportunities for the comparatively few 
who are strong and shrewd as well as unscrupulous. 

It is but just to add that corporate management has often 
shown a high regard for the duties of directors and officers, es- 
pecially in the case of those companies of moderate size in which, 
as has just been said, public opinion is still strong in condemning 
bad faith. And almost invariably, even in corporations of the 
most miscellaneous ownership,' the rights of the shareholder 
who is duly registered on the books are scrupulously respected. 
He gets the benefit of every accruing profit, of every windfall, how- 
ever ignorant or incompetent he be in the details of management. 
This sort of regard for the shareholder indeed is a sine gud non 
of corporate investment. It is like the good faith of brokers in 
adhering scrupulously to bargains signified only by a nod of the 
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head, or a stroke of the pen on a sale-sheet. Without the assured 
maintenance of the mechanism for carrying on the agreed opera- 
tions, the whole fabric of corporate investment would collapse. 
It is in the process of buying and selling, of becoming a shareholder, 
that there is play for manipulation. And here again it is some- 
times difficult to draw a clear line between the exercise of good 
judgment and the abuse of official position. 

§ 4. Another consequence of the growth of corporations has been 
the increasing power of finan^^^ middlemen. The investor has 
ceased not only to manage capital^ but to use care and judgment 
of his own as to the use of his savings in creating it. The in- 
vestment banks are the most important real directors of the 
course of investment. Such are the historic private banking houses 
of England and the United States — the Barings, the Rothschilds, 
the Morgans — and the newly developed large banking institu- 
tions of all modern countries, most conspicuous perhaps in Ger- 
many. From them /Hhe public buys its securities, chiefly the 
stocks and bonds of corporations. This purchase, much affected 
by the advice and repute of the financing bank, constitutes 
for the individual the act of investment. What corporations 
shall be organized, what industries carried on, what railways, 
mines, factories, equipped is decided by the financial middlemen, 
in consultation with the more immediately active managers of 
industry. 

Hence the great power of those bankers who secure the con- 
fidence and support of numbers of investors. It is common to 
speak of the ^^controT^ of a given enterprise — a railway, a factory 
or combination of factories, a mine or complex of mines — as 
being in the hands of an individual or a few individuals; and 
the public is staggered by calculations of the hundreds and thou- 
sands of millions’ worth of capital which are dominated by a 
Morgan or a Rothschild. Control of this sort does not signify 
necessarily or usually a concentrated ownership of those millions. 
It does signify concentrated power, based on the confidence which 
a multitude of investors have in the judgment and leadership of 
commanding personalities. ^ 
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The eoncentration of control in few hands shows itself most 
strikingly in the United States. Tho we have been singularly 
reluctant to concentrate political control, we have been unhesi- 
tating in the acceptance of concentrated industrial control. It 
is odd that in England, where unification of responsibility has 
been carried to the maximum in public affairs (at least in the 
central government), directors still direct in industry, and the pow- 
ers of presiding managers are still strictly limited. In the United 
States, where the tradition of checks and balances continues 
to shape political organization, directors in great corporations 
are often no more than figureheads, while presidents are benev- 
olent despots, V This development of one-man rule has no doubt 
promoted bdldness, efficiency, progress; but it has also concen- 
trated power in a degree to justify uneasiness. 

§ 5. Still another consequence of the development and refine- 
ment of corporate organization is an advance not only in the 
ease of making investments, but in the stability of the mere in- 
vestor's position. The ingenuity of the financial middlemen in 
vying for the custom and support of the great army of savers 
has provided more and more secure ways of investment. All 
sorts of securities are offered; not only those with risks and with 
a possibility of large returns, but those with low return and ab- 
solute safety. Government securities still possess a special 
prestige as to safety and hence yield the lowest rate of interest. 
Corporate securities are also offered which are hardly less safe, and 
enable the purchaser to dismiss all worry about the maintenance of 
principal and income. The position of the property owner, if he is 
content with a low rate of return, is highly sei^re. It used to 
be said, and is still occasionally repeated, thatj the maintenance 
of a fortune calls for as much ability as the nkldng of it; that 
riches have wings; that it is but three generations from shirt 
sleeves to shirt sleeves^ This is far from being the case in modern 
times. Chiefly as a result of corporate organization, a sort of 
abstract or distilled property has grown up, exempt from the 
vicissitudes of industry. The rich and the well-to-do, if they are 
content wi€h low rates of return, can make their position almost 
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impregnable, and thru inheritance can maintain it mdefinitely. 
rfeis™ class, based not on tendal privilege, bat on savings, in- 
vestment, and productive enterprise, has become a stabie part 
of modem society. 



CHAPTER 7 


Some Causes Affecting Pkobtjctiveness 

BectioH The effect of high wages (abundant food) on the t)roductivity of 
labor. High wages in the main a result, not a cause, of efficiency, 92 — 
Sec. 2. Effects of skill and intelligence on productivity. General educa- 
tion. Technical education, in its effect for the individual and for the 
community, 96 — Sec. 3. Leadership. The business man; the man 
of science. Freedom and mobility as promoting leadership. The 
motives to leadership, 100 — Sec, 4. The immaterial equipment of a 
community ; how affected by training and by inheritance, 103, 

§ 1. Tile preceding chapters have dealt with such causes affect- 
ing the productiveness of industry as the division of labor, the 
advance of large-scale production, the use and the growth of 
capital. Some other factors bearing on the efficiency of labor in 
production will be considered in the present chapter. 

Among these other factors is the quality of the laborers. IThe 
increase of production depends not only on the marshaling "and 
organization of the laborers and on their equipment with capital, 
but also on the strength and skill of the individual workmenfr 
These two factors — strength and skill — may be taken up 
separately. 

There is what may be called the steam engine theory .of Jhe 
efficiency of labor. It maintains, or perhaps implies rather than 
maintains, that the vigor of the laborer is in proportion to what 
he consumes. The more is turned over to him, the stronger will 
he be, and the more will he produce ; just as the power got from 
a steam engine depends on the fuel burned in the fire box. Feed 
your laborer better, and he will be able to do so much more. It 
seems to indicate that it will always be profitable for the employer 
— at the least, consistent with the maintenance of profit — to 
pay higher wages. 

There is^a measure of truth in this view. It holds good par- 
ticularly of the simplest unskilled labor, such as calls for contin- 
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nous and heavy muscular exertion. Sometimes men are so under- 
fed that their physical strength suffers. Employers of large 
gangs of laborers find that it pays to feed them abundantly. 
Military operations which involve heavy labor, and especially 
those involving long marches, are more likely to succeed if the 
rank and file get good rations. Millions of people in backward 
and semi-civilized countries, such as China and India, are under- 
fed. It is probable that their efficiency could be increased by 
more food and better housing. No small proportion of laborers 
in civilized countries are in the same situation. Mr. Rowntree, 
in his investigations on the city of York in England, made an 
estimate of the money wages which would secure, at current 
prices in England, the food, shelter, clothing, needed for physical 
efficiency. The sum was about 20 shillings a week for a family 
of five ; and the earnings of one-sixth of the wage-earning class 
in York fell short of that sum.^ The case is probably no less dis- 
heartening for many laborers in all parts of Europe; and, not- 
withstanding the higher general range of wages in the United 
States, there may be some workmen — perhaps but few rela- 
tively, yet in absolute numbers not insignificant — whose state 
is equally miserable in this country also. 

It may seem that where laborers are underfed, an increase of 
wages up to the point of nourishment adequate for full physical 
efficiency will not be difficult to bring about, since the added 
product will make the added wages wortli while. But the case 
is not so simple as it appears. Tho the laborers may gain in 
effectiveness from more ample subsistence, and tho the community 
may become thereby a healthier and happier social body, the in- 
dividual who makes the advances to the laborers will not neces- 
sarily gain. VTf, indeed, the laborers were slaves, there would be 
some chance of direct profit from feeding them better. They 
would remain the property of the master, and he would reap where 
he had sown.'TEven as regards slaves, to be sure, it is not always 
profitable to go to the expense of full feeding. It may be cheaper 
to work them hard on poor fare, to wear them out in^a few years, 

B, S. Rowntree, Poverty: a Study of Town, hife, Chapter IV. 
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and to buy new ones for the same wretched round — a practise 
said to have been deliberately followed on some southern planta- 
tions in slavery days. However this may be, it is obvious that the 
case of free men is essentially different. The gain in effective- 
ness from better fare inures to the laborer himself. Any employer 
who would make the needed advances could have no assurances 
of recouping himself . The effects of full subsistence on effective- 
ness do not appear either with quickness or with certainty. The 
process is not quick, because time is needed to bring weakened 
and demoralized laborers into good condition. It is not certain, 
because some among them are so enfeebled by sustained hard- 
ship, or congenitally so weak in constitution, that they will ever 
become able-bodied. 1 Even tho a body of underfed laborers, if 
taken in hand systematically, could be brought to a pitch of full 
vigor, the risks and uncertainties, as well as the probability that 
the regenerated men would betake themselves to employment 
elsewhere, make it hopeless for a profit-seeking employer tp carry 
out any operation of the kind. \It is only under exceptional cir- 
cumstances, where large gangs of men are at work in out-of-the- 
way places and are therefore under a quasi-compulsion to stick 
to their job — say in building the Panama Canal or at construc- 
tion camps in remote regions — that it is to the immediate 
interest of the employer to supply the means for ample 
support. 

The class of underfed laborers, comparatively small tho it be 
in modern communities, presents a distressing problem. They 
are ill paid because they are inefficient; they are inefficient, for 
one reason, because they are ill-paid. Yet they are easily de- 
moralized; too often they remain still inefficient if better paid 
from charitable funds. Neither physically nor morally do they 
respond readily to possibilities of improvement. Often the adults 
are hopeless ; the children alone can be taken in hand with pros- 
pects of success. Hence even when there appears to be a case 
for increasing the productiveness of labor by adding to the re- 
ward of labor, the precise method of accomplishing the result is 
hard to devise. Only public or quasi-public action can grapple 
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with, the problem; and this must inelude suppression or elimina- 
tion of the unfit, as well as uplifting of the potentially capable. 

All this reasoning and speculation, however, is concerned only 
with the minimum necessary for lieMth and strength: the mini- 
mum, be it noted, for health and strength, not for keeping body 
and soul together. (Men can live and do work for less than is 
necessary to enable them to do full work; the minimum for 
efficiency is above the starvation levek But when they once 
get what is necessary for complete physical vigor, anything in 
addition is mere surplus; sui^IusJin that it no further increases 
efficiency. ' If obtained, if^ust be as the consequence of skill 
and productiveness; it becomes a result of high efficiency, and 
ceases to be a cause of efficiency. I Nor is the minimum for full 
vigor a very high one. f An abundant vegetable diet, rude shelter, 
and simple clothing are^U that a man heeds in order to do the 
hardest work which the human frame can stands ) The frugal 
Italian or the rice-fed Chinaman, if only he gets raough of his 
simple fare, can do as much as the meat-eating Irish-American. 

In some of the higher walks of life, the minimum for efficiency 
is doubtless to be measured more liberally. Something more 
is called for than that which is indispensable for muscular effi- 
ciency, The work of a lawyer, physician, teacher, business 
man, calls for alertness of mind and bodily health more than 
for physical vigor. The requisite response of intelligence will 
often be lading if the surroundings dull the mind or enfeeble 
the spirit, feence as regards intellectual work we may count 
among the necessaries for efficiency varied food, ample lodging, 
restful relaxation.^ It is hard to say just how far such sources 
of ‘enjoyment, procured by a larger income,, are really necessary 
for the best exertion of the mental faculties. Those who are 
accustomed to comfortable living and to pleasant distractions 
easily convince themselves that these are necessary to keep them 
fresh for their work. It is a sort of excuse, too, or justification, 
of the existing inequalities in income to believe that they are in- 
evitable, in the sense that the work which earns the higher in- 
come could not be accomplished without the freer life which that 
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tiigher mcome secures. Yet plain living and higli thinking are not 
incompatible. The luxuries and comforts to which most persons of 
the well-to-do classes are habituated could be in large measure 
foregone without loss of vigor or freshness. Some comfort, some 
leisure, some distraction, are doubtless necessary for the best intel- 
lectual work. But a modest income and a scale of expenditure much 
below that of most members of the well-to-do class would suffice. 

§ 2. Different from strength. are skill and intelligence. These 
tell strongly on the efficiency of the individual workman and on 
the productivity of industry at large. 

Many of the improvements in the arts depend for their appli- 
cation on a good degree of intelligence. The Hottentot cannot 
use tools even of a comparatively simple kind because his brain 
power is not sufficiently developed. Negroes are employed in 
great numbers in the gold mines and diamond mines of South 
Africa, but for simple pick and shovel work only. For handling 
and guiding machines skilled and intelligent white mechanics must 
be employed. Many of the operations of agriculture require 
nothing beyond delving and ditching. But the fruitful agriculture 
of advanced peoples calls for care, discrimination, intelligence, 
and could not be practised by Indian ryots, perhaps not by Russian 
peasants. Many routine operations of modern industry can be 
carried on by any persons capable of giving steady attention. But 
tliat very faculty, like the ability and willingness to do prolonged 
continuous labor, is not a matter of course. It is not possessed 
by savages; it is a slowly acquired quality of civilized man. No 
doubt there is a growing range of machine work in which very 
slender intellectual or moral qualities are needed. In many factory 
operations of modern times, the human worker is hardly more 
than another steady and dependable automaton. Along with 
labor of this sort, however, there must always go some proportion 
of labor more flexible, more observing, more highly trained. This 
is the quality of mechanics^ work, as distinguished from that of 
"laborers'” in the narrower sense. |Here accuracy, watchfulness, 
skill, intelligence, are called for; and here these qualities are in- 
dispensable for efficiency, f 
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The effect of education on the productiveness of labor is not 
simple. In some respects, a wide diffusion of education is con- 
ducive to greater eJEciency of the population at large; in other 
respects, the extension of education raises economic questions 
not so easy to answer. 

The simplest kind of pick and shovel work seems to be done 
as effectively by the illiterate workman as by the educated* This 
is also the case, as has just been remarked, with much modern 
factory labor. And even in many handicrafts, book education 
is not indispensable for a high degree of skill. The work of the 
craftsman of the Middle Ages in Europe, and that of the same 
class of workers in modern Japan and indeed in some parts of 
contemporary Europe, show that illiteracy is no obstacle to the 
deftest use of tools. 

Nevertheless, it remains true that^ wide diffusion of educa- 
tion is a most effective means toward productiveness, j It is 
effective particularly toward stimulating and diffusing new^^ kinds 
of eflSciency . When an art has once been learned by slow steps — 
for thus, historically, mankind has acquired most of the arts — 
its mere transmission from generation to generation, its main- 
tenance and even perfecting, take place by the simplest imitation, 
unaided by book learning. |But the rapid spread and utilization 
of improvements are immensely promoted by the ease of intellec- 
tual communication. Mere ability to read and write opens at 
once a whole new world J He who possesses it can learn from the 
experience of all mankind, no, longer from that of his parents and 
masters only. The extension of such a great improvement as 
the system of interchangeable parts has depended largely on wide- 
spread elementary education. A complex tool or machine — a 
plow, a reaper, a bicycle, an automobile — is made nowadays 
on standardized patterns, each part being a precise duplicate 
of every other part made from the same pattern. When there is 
a break, the needed part can be replaced at once. The system 
makes possible the wide use of intricate apparatus in localities 
distant from repair shops. But its adoption is possible, in turn, 
only if tho53e who are to use the apparatus have some general in- 
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telHgence and if they can read instructions. In the United States 
the unexampled use of labor-saving agricultural implements, all 
made with interchangeable parts, has rested not only on the in- 
telligence of the people, but on the universal diffusion of elementary 
education. The great industrial advance of Germany during 
the last generation is due in large measure to the same factors. 

Technical education obviously has a direct economic effect 
The training of civil engineers, mechanical engineers, electrical 
engineers, conserves from generation to generation the elabo- 
rate acquired arts. It promotes, too, the advance of the arts. 
In the past, great inventions and improvements have probably 
come as often from the workshop as from the laboratory. Under 
the conditions of the modern world, and especially with the more 
methodical application of natural science to the arts, the laboratory 
is likely to play a larger and larger part, both directly thru the in- 
ventions that come full-fledged from the laboratory, and indirectly 
thru the work of those who have had its training. 

All training for the arts and professions tends to become more 
systematic in the modern world. The engineer gets his funda- 
mental training, not in the workshop or in the field, but in the 
technological school; the physician or the lawyer gets his, not 
from the active practitioner, but from the professional school. 
The same movement is seen in the extension of industrial training 
to the familiar mechanic arts. Apprenticeship to a craftsman was 
for centuries the mode in which these arts were maintained and 
transmitted. But the conditions of modern industry have made 
apprenticeship ineffective and virtually obsolete. The “master’’ 
of former times has well-nigh disappeared ; he is replaced by the 
large employer, out of touch with his individual workmen, whether 
young or old. Those preliminary stages of industrial training 
which were in former times provided by apprenticeship should 
now be undertaken by systematic trade schools, and should be a 
part of the general system of public education. The time is not 
distant when the normal entrance to a trade will be thru such 
schools, precisely as the normal entrance to the so-called liberal 
professions is thru their professional schools. 
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We must distinguish sharply between the effect of such edu- 
cation on individuals and on the community. As between in- 
dividuals, the wide diffusion of educational opportunities has 
simply an equalizing effect. For the community, it tends to 
raise general efficiency ; but it is not likely to raise general effi- 
ciency in the same degree as it raises the earnings of some indi- 
viduals. It tends to break down any privileged position which 
may exist among those who now possess technical or professional 
skill. It may tend to lower their earnings. On the other hand 
it tends to raise the earnings of those who are enabled more easily 
to acquire such skill I The trade unions are usually opposed to 
the establishment of trade schools, from a fear that it will lower 
the rate of wages in the more highly paid trades^ This fear, tho 
much exaggerated, is not entirely without foundation. People 
who descant on the advantages of education, and especially of in- 
dustrial education, often contrast the high wages of a skilled 
workman or trained engineer with the low wages of an unskilled 
laborer, and assume the difference to measure the relative produc- 
tiveness of the two. They forget that if all men could easily pro- 
cure the training for the better paid occupation, numbers in that 
occupation would be greater, and pay in it would be less. Wide 
and free diffusion of all sorts of vocational training would almost 
certainly increase the productive power of the community as a 
whole; but it would also tend to lessen the differences in earnings 
which now exist, and to lower the earnings of some individuals 
and some classes now* favored.^ 

^General education in all its grades, from that of the elementary 
school to that of the university, tho not directed to a clearly de- 
fined industrial end, doubtless has its considerable economic effects^ 
True, it is largely an end in itself, or at least a means to other ends 
than industrial efficiency. The mere attainment of knowledge 
and understanding is a satisfaction in itself, to some persons a 
great joy.\ Among man’s traits none is more remarkable than his 
insatiable curiosity concerning all things in the heavens and the 
earth, and the satisfaction of that curiosity is one of the constant 

^ On this subject more is said below, in Chapter 47. 
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ends of h-unian endeavor. And knowledge opens the way, it need 
not he said, to the higher and nobler enjoyment of life. But 
general education has its more immediate economic effects also. 
■Tho reading and writing do not make the ditch digger stronger, 
and geometry and literature do not add directly to the skill of 
the mechanic, all education makes for intelligence, discrimination, 
the utilization of opportunities, the spread of improvements. It 
makes also for sobriety, honesty, and steady endeavor! The 
more it is directed to uplifting the character and traifung the 
faculties, and the less it follows dull routine, the more does it 
achieve these ends. Where it fails to achieve them, the remedy, 
even in the interest of bare industrial efficiency, is still not to cur- 
tail it, but to improve it. 

§ 3. Not least effective among the forces that bear on produc- 
tiveness is leadership. It is exercised by business managers, by 
engineers and technical experts, and by men of science. Economic 
efficiency is profoundly affected by the success of a community 
in securing good leaders. 

When intricate tools and machinery are put together by skilled 
mechanics, and when all this apparatus is guided to its productive 
outcome by still other skilled mechanics, one is tempted to say 
that here are the real producers. But a little consideration leads 
to the inclusion with them of the designers — the inventors and 
engineers. It requires still further reflection to include also the 
directors and employers. These last, the business class, seem 
to some persons, notably to the socialists, to be mere exploiters. 
The real work seems to be done by the others ; the business men 
sit by and merely levy toll. There is no greater misapprehension. 

\'I5ie effectiveness of industry depends on the business nifin’s leader- 
ship almost as much as that of an army depends on generalship.^ 
Under a complicated division of labor, the various factors of pro- 
duction must be brought together and properly combined. The 
different kinds of labor and capital must be applied to the best 
natural resources. The long gap between producer and consumer 
must be bridged. The skilled mechanic and even the engineer 
would commonly be helpless without the guidance of the business 
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leader. Especially is this the case where industry is rapidly 
shifting. Courage, energy, judgment, and command of capital 
are indispensable for economic progress; Much more will be said, 
as w^e proceed, on the significance of industrial leadership. 

Another kind of leadership is that of the man of science. The 
progress of material civilization depends on the understanding 
of nature’s laws. The astronomer, the physicist, the chemist, 
the biologist, lay the foundation for the development of the arts. 
Their efforts are usually stimulated in greater degree than with 
most men by motives of the higher sort — by the single-minded 
search for truth, or by love of fame rather than hope of material 
reward. influence of scientific investigation on the arts, 

tho often indirect and unexpected, is none the less far-reaching.) 
/Faraday had no concern for the industrial possibilities when he 
discovered the induced current ; yet how profoundly economic 
progress has been affected by the dynamo ! ^ 

Leaders are rare. Most men are commonplace. Among the 
means for promoting progress none is more important than the 
discovery and stimulation of those who have high abilities. 

Freedom of opportunity and diffusion of education are the 
means for discovering those possessing unusual gifts. Among 
the classes of men who now^lack education and are depressed by 
illiterate surroundings, there may be many of talent and an occa- 
sional genius. To the general advantage of a wide diffusion of 
education is to be added the fact that it helps to arouse and develop 
all the gifted, ^t is probable, to be sure, that high inborn capacity 
is most common among those to whom education and opportunity 
are already open. J We touch here on the debatable problem of 
the origin ^nd significance of social classes* There is evidence 
tending to ihow that the well-to-do are in their more favored 
position because they possess on the whole higher intellectual 
ability. But the proposition, even if established, is subject to 

J My colleague, Professor C, li. Jackson, has called my attention to Perkin's 
discovery of purple dye, which led to the aniline dye industry, and to the investiga- 
tions of Qraebe and Liebermann on alizarin, which led to the manufacture of that 
coloring stuff from coal tar ; further instances of industrial changes qpnsequent on 
the discoveries of pure science; 
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mucii qualification; and certainly it must be admitted that there 
is among the less prosperous some fund of capacity which fails to 
be utilized. Tho gifted persons are probably less common, in 
proportion to numbers, among the so-called lower classes, there 
may be many of them. The full development in these of all their 
qualities for better efficiency, above all for leadership, is one of 
the most important objects of widely diffused education. 

“Freedom and democracy operate to develop to the full the scanty 
number of leaders.,' The abolition of class privileges in modern 
times thus has Been not only of political and social consequence, 
but has had direct economic effects also. The industrial preemi- 
nence of England during the eighteenth and nineteenth centuries 
was due largely to her free institutions. The lowborn person's 
opportunities to rise, even tho restricted, were better than on the 
Continent, and England profited accordingly. In the United 
States such opportunities have been more free than ever before 
in any part of the world, and to this factor, above all others, is 
due the wonderful material prosperity of the country. , 

Those possessed of the qualities for leadership must not only 
be given a free field; they must also be stimulated to the full exer- 
cise of their gifts. Inequality of some sort appears to be indis- 
pensable as a stimulus. 

Obviously we have here a question different from those con- 
sidered in the preceding pages. There is an essential difference 
between providing a gifted person with the wherewithal to enable 
him to do his best and offering him a reward which will stimulate 
him to do his best. [A. reward in some way proportioned to the 
rarity and effectiveness of unusual faculties seems necessary to in- 
duce their exertion to the highest pitch J Such, at all events, has 
been the experience of mankind with the gift of industrial leader- 
ship, No stimulus to economic activity has yet been found 
comparable in efficacy to that of the prospect of large earnings. 
Inequality of incomes and possessions, so far as based on differ- 
ences in industrial efficiency, is a most potent instrument toward 
general efficiency in production. 

This, to' be sure, is the individualist view. It assumes that 
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most men are influenced in their bargaining and income-earning 
by preponderantly selfish motives. The extreme collectivist 
view is that men can be readily induced to the full application 
of their faculties by other than selfish motives. Neither view can 
be maintained without qualification. Some sorts of leadership 
are undertaken with little consideration of reward. , Those hav- 
ing the very highest intellectual gifts in letters, in the fine arts, 
in pure science, exercise them in pursuance of a well-nigh irresist- 
ible impulse. On the other hand, industrial leadership and 
industrial efficiency seem to depend on industrial rewards, Whether 
there are possibilities of stimulating them without inequality, or 
at all events without great inequality, is a question reaching into 
the most difficult problems of economics, and its full considera- 
tion must be postponed to a later stage.^ Suffice it to say that 
material reward, in the shape of high income and the chance of 
a fortune, has hitherto proved wonderfully potent and apparently 
indispensable in eliciting and spurring economic leadership. 

§ 4. tin sum, the effectiveness of industry depends not only on 
material equipment, but also on what we may call immaterial 
equipment ; not only on accumulated surplus in the way of capital, 
but on accumulated moral and intellectual qualities. Main- 
tenance and transmittal are not less important for this immaterial 
capital than for the community’s material capitalj 

Education transmits from generation to generation the acquired 
attainments of the race, from the rudiments of reading and writing 
to the most elaborate technical training. Not only these intel- 
lectual attainments, but moral qualities likewise, must be handed 
down to the successive generations. Habits of industry, truth- 
fulness, honesty, sobriety, of consideration for others, of care for 
the common good — all these are of slow growth, and rest on 
repeated example and precept. 

In some degree there is transmission also by inheritance. The 
biologists still differ on the question whether acquired traits are 
inherited. The more genera' opinion seems to be that they are 
not, and that only inborn qualities are passed on froni parent to 

> See Chapter 67. 
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descendant. If this be the rule universal in nature, man also 
must conform to it; and then some at least of the qualities that 
mark the civilized man can be maintained onty by set training. 
Others perhaps have been incorporated in his nature by a process 
of selection — thru the weeding out, in the long course of history, 
of those having a less civilizable disposition Human nature 
changes and improves, and the quality of men is now finer than 
it was thousands of years ago, perhaps than it was centuries ago. 
Repeatedly there are projects for hastening the process thru de- 
signs — by breeding men, as animals ai’e bred, from strains de- 
liberately selected. Without entering here on the far-reaching 
questions which such proposals raise, it may be said that, for a 
future as far as we can look into it, the slow and haphazard pro- 
cess of unconscious selection will alone affect the transmission 
^Vand possible improvement of inborn qualities. As regards the 
j general average of ability and character heredity leaves man, 
from one generation to another, on the whole m 
But persistent and repeated training not only keeps mankind 
in statu quo; it offers more immediate possibilities of advance. 
No less than inherited quality, it contributes to make the differ- 
ence between the civilized man and the savage. Man^s great 
moral, intellectual, educational capital must be conserved, like 
his material capital, by unremitting effort ; and like that it can 
be increased by effort. In both ways, the effort is largely altru- 
istic. It results from the cares and sacrifices of parents, and from 
the conscious endeavor of the community to improve the quality 
of all its members through the diffusion of education. But it 
results also in no small degree from the self-regarding motives — 
from the desire of each individual to better his own condition 
and that of his family. Certain it is that man now starts from a 
vantage ground which makes possible still further advance. |§ome . 
of his qualities for civilization he has inlierited; others of these 
same qualities he acquires and transmits by constant cff^.j The 
outcome of all is the great immaterial capital of the community; 
a possession not less important for the general welfare, and per- 
haps not less extensible, than his capital of tools and materials^ 
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Eefebences on Book I 

Oa productive and unproductive labor, see the o£ten~cited passages in 
Adam Smith, Wealth of Nations, Book II, Chapter III; and those in J. S. 
Mill, Principles of Political Economy, Book I, Chapter IIL W. Roscher, 
Political Economy, Book I, Chapter* III, gives an excellent historical and 
critical account. Among modern discussions, none is more deserving of at- 
tention than the paper by Professor T. Veblen, on /‘industriaP^ and *'pe- 
cuniary” employments, in Proceedings of the American Economic Association, 
1901, No. 1. 

On the division of labor, Charles Babbage, On the Economy of Machinery 
and Manufactures (1837), is still to be consulted. On modern developments, 
the Thirteenth Annual Report of the Oommissioner of Labor {XJ. S,) on Hand 
and Machine Labor (1899) contains a multitude of illustrations. A keen 
analysis of the division of labor in its historical forms is in K. Bucher, Die 
Enistehung der Volhstdrtkschaft (7th ed., 1910); translated into English 
from the 3d German edition under the title Industrial Evolution (1901). On 
the industrial revolution of the eighteenth century, see the well-ordered narra- 
tive in Mantoux, La revolution indusirielle au silcle (1906), and the less 
systematic but more philosophical account in A. Toynbee, Lectures on the 
Industrial Revolution (10th ed., 1894). 

On capital, see the references given below, at the close of Book V. Much 
as has been written of late on corporate doings and corporate organization, 
I know of no helpful references on the topics considered in Chapter 6. 

On horizontal and vertical combination, a good study, with special reference 
to British conditions, is by G. E. Carter, The Tendency toward Industrial Com’- 
bination {191^) • 
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CHAPTER 8 ■ 

Inteodtxctobt: Exchange, Value, Pkicb 

Section 1* Exchange the consequence of the division of labor, 109 — Sec. 2. 
Money as the medium of exchange, 110 — Sec. 3. Value and utility. 
The notion of value in exchange, 111 — Sec. 4. A general rise in values ; 
a general rise in prices. Stability in general prices provisionally assumed, 
113. 

§ 1. The division of labor brings in its train the exchange of 
goods between those who undertake the separated acts of pro- 
duction. Exchange in turn brings the phenomena of value, 
money, and prices. With these phenomena we shall be concerned 
in the present Book and in the Book following. 

As has already been noted,' the division of labor does not bring 
exchange as a necessary consequence.^ There may be the seH- 
sufficing patriarchal family, with a division of labor but without 
exchange; or its counterpart, the communistic society, self- 
sufficing at least to some degree. Even in the modern family 
there is’ division of labor, after a sort, between man and wife. 
But commonly we consider the family as a unit, and think of 
the housewife, when she works for husband and family, as work- 
ing for that of which is she but a part. Similarly, the patriarchal 
family and the communistic society are regarded by their members 


labor prevails, and with it private property and labor for one^s 
self and family. Hence exchange, and its concomitants, value 
and price. ' 

Production for one^s self holds its own longest in agriculture. 
Yet even in this industry division of labor and exchange are 
rapidly extending in the highly developed countries of our time. 
In the United States the self-sufficing farmer of earlier days has 
1 See Chapter 3, § 4. ■* 
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well-nigh disappeared; and even the stolid peasant of Europe 
is being transformed by the modern methods of easy communica- 
tion and ready sale and purchase. Tho the farmer still produces 
part of his own food; especially vegetables and fruity there is a 
steady tendency toward widening the range of agricultural prod- 
ucts which are bought and sold. Grain is sold by the individual 
farmer/ flour is bought; cattle are sold, meat is bought; milk 
and cream are sold, butter is bought. \Ia other occupations than 
agriculture the division of labor has worked out its consequences 
to the last stage. (No labor is given to the direct satisfaction of 
each workeris wants by himself; all is turned to the indirect 
process of specialization and exchange./ Hence sale, price, value, 
and the whole mechanism of exchange/ become the character- 
istic economic phenomena. 

I 2. 1 Almost as early as the division of labor, a medium for 
exchanging various products came into use. Barter — the direct 
exchange of products — may be carried on under a very simple 
division of labor; yet even then it is inconvenieny and as soon 
as the first stages of savagery have been passed, -^ome use of a 
‘medium of exchange appears- 

Any commodity which i s in gen eral use, will s erve pa ssably 
medium of exchange. ( He who has an article to sell, and cannot 
find at once the precise kind and quantity of the things he wishes 
to buy, will accept a staple commodity, with which sooner or 
later he will be able to procure the things he wants. J Hence [i|] . 

have , 

l^en used to obviate the incppyeniences of barter^t In Homeric 
times iKe value of things was oftSTstateTin terms of oxen; for 
"such occasional exchanges as are made among primitive pastoral 
peoples are naturally effected in terms of their staple commodity, 
cattle/ Per a considerable time in the, early history of the colony 

^ Wicksteed remarks (The Common Seme of Political Economy^ p. 137) 
it ‘(there is more evidence in the Homeric poems of t|ie valuation of female 
slaves,N>f tripods, or of gold or brass armor, in terms of so many cattle, than there 


I that 
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is of any direct transfer of cattle in payment of those goods.”] It is probably true, 
also, of the other commodities mentioned in the tefrfhat the^/were used more freely 
for measuring relative values than for effecting exchanges. 
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of Virginia, tobacco was almost the sole article of export, and the 
chief commodity habitually produced for a market ; it became 
the recognized medium of exchange in the colony. Furs, salt, 
tea, cocoa, have served the purpose with other people. But 
by far the most widespread among the “thldgs so used have been 
the precious We need not pause at this 

stage to consider what qualities fit them peculiarly for serving 
as a medium of exchange — their luster and consequent attrac- 
tiveness for ornament, their freedom from rust and deterioration, 
their homogeneity, their divisibility! Nor need we consider 
how the device of coining has increased their fitness for carrying 
on purchases and sales ; nor in what ways paper representatives 
or substitutes for them have come to be so widely used incur own 
time. These are topics that belong to the subject of money, to 
which much attention must be given later. 

It suffices here to note how completely division of lal^r and 
exchange work out their results thru the use of money. very 
producer gets liis return in amounts of money. The exceptions 
in any of the countries of advanced civilization are so few and 
are so rapidly disappearing that they serve only to make clear 
how virtually universal is the rule^ Exchange takes place by 
first selling goods or services for money, and by then buying with 
the money such other goods and services as are wanted. The 
fundamental fact of exchange is thus obscured by the very mechan- 
ism that so perfectly facilitates it. ( Just as the cooperation and 
combination which are essential features of the division of labor are 
carried on without a consciousness of any combined action, so the 
process of exchange goes on without the consciousness that it is the 
aim a^-^end of all buying and selling.) 

§ 3 yQie of means in economics its power 

of commanding other commoditieT'^m^exc hangi?^^ 
rate at which the commodity exchanges for others. If a bushel 
ofwheaTcan Fe e^^ for a large quantity of other things — 
for many pounds of iron, many yards of cloth, many ounces of 
salt — ^its value is high; the possessor of it can procure many 
of these things. If a bushel of wheat can be exchanged for but 
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few pounds of iron, few yards of cloth, few ounces of salt, its value 
is low; the possessor of it can procure few of these things. It is 
immaterial that the exchange does not take place directly, but 
fay the process of first disposing of the wheat for the medium of 
exchange — money — and then procuring with the money the 
iron, cloth, salt, or other desired commodities. The result of 
the double operation is the same as if the exchange had taken 
place by direct barter. Only it is reached by a more convenient 
method. 

The value of a commodity, thus conceived, is its value in ex- 
change. This is very different from its usefulness, or utility, 
or importance. In everyday discourse, we use the word “value” 
sometimes to indicate exchange value, sometimes to indicate 
utility or importance. We speak of the value of iron as greater 
than that of gold, and the value of wheat as greater than that 
of diamonds. We mean thereby that iron and wheat are more 
important, satisfy more urgent wants than gold and diamonds. 
Yet we also speak of gold and diamonds as more valuable com- 
modities than iron and wheat; then we use the terms “value” 
and “valuable” in the sense of value in exchange, and mean 
that exchange and sale take place on such terms that with com- 
paratively little gold and diamonds the owner can secure much 
iron and wheat. For the purposes of economics this latter sense, 
exchange value, is the more important. 

third sense, however, may be noted in passing. People 
sometimes speak of the “value” of a thing as greater Or less than 
that which appears in an actual transaction of exchange. They 
speak of a house as being “worth” more than they paid for it, 
or of a commodity or a stock exchange security as selling for less 
than its “intrinsic value.” They mean that the current price 
is different from the price that is likely to be paid ,in the long run, 
or different from the price which they think proper and just. In 
the sense which we have adopted, value means simply the actual 
rate in exchange, |md there can be no value other than that regis- 
tered by sale^a^' exchanges. That the word is also used with 
this third aghification, of proper or intrinsic worth, only shows 
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how vague and imcertain is everyday phraseology. Economists 
have often pointed out how much troubled they are, both in ex- 
position and in their own thinking, by having to employ familiar 
terms, like capital and value, which in everyday use have various 
and shifting meanings. For the purposes of economics, one 
meaning or definition should be selected, and held to with care. 
In the following pages value will be used strictly in the sense 
which economists have adopted for it — relation in exchange . 

Bv the price of a commodity is signified the amount of money 
whicIvitw^lh^o™^S^S^T^''^otS^^ the 

accepted medium of exchange/ Thelora 
wFS'SS^tE^ which the beginner in economics 

must become accustomed. In modern times prices mean, in. 
almost all advanced countries, the amount which is got, in ex- 
change, of the particular money medium which these countries 
have adopted — ' gold. Paper and metallic substitutes for gold 
are often used, equal in exchange value to the gold,’ and performing 
the functions of a medium of exchange precisely as it does. The 
peculiarities of paper, silver, and copper as money will receive 
attention in due time. For the present we shall assume that gold 
is the medium of exchange, and that price is measured in coins 
of gold, say dollars. Coins, it needs hardly to be added, are simply 
pieces of gold manufactured with care and containing each a 
given weight of metal of uniform quality. 

. § 4. From the definition of value, it follows that there can be 

‘ no general rise in values and no general fall in values. ‘ Value^ j ia> 
^yerm expressing the relation, of exchange between yommQditiegl 
/iFata glv^tim'e a eomiSb^ less of others 

than at an earlier time, it has fallen in value ; but pro tank) those 
other commodities have risen in value# All cannot rise and fall 
together*! A change in the value of any one of them, or any set 
of them7 means a converse change in the value of the rest. Qn 
the other hand, a change in general prices is not only possible, but 
is one of the familiar and recurring phenomena of economics. 
Wheat, iron, diamonds, things in general, may all exchange for 
more dollars now than they did ten years ago; and ten years 
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hence they may exchange for less dollars than they command 
now. 

Evidently: a general rise or fall in prices signifies a change dn 
the value of money; that is, of gold. When all prices rise, and 
things exchange each for a gi^eater number of dollars, the dollar 
can buy less than it did. Its power of commanding otherThings 
is less, and its value has fallen. When every single thing exchanges 
for a smaller number of dollars, that is, when prices have fallen, 
the dollar buys more, and its value has risen. T?he valu e of money 
is inverse to the level of pricep.) When prices are hi gh, thg yaj^ 
of money is low ! when prices are lo w^tEeTilim of money is highi 
of a rise or fall in the price of a single commodity, 
therefore, does not indicate whether or no its value has changed. 
It may be that this single, commodity alone has fallen in price, 
others remaining as before. In that case the fall in price registers 
also a fall in value. Or it may be that other commodities likewise 
have fallen in price to the same extent. In that case there has 
been a rise in the value of money, and a fall in the value of all com- 
modities as compared with gold ; but no other change has occurred 
in .the values of commodities. 

^|ie value of gold, that is| the general level of prices, changes 
but slowly. Tho prices of individual commodities change quickly, 
all do not change quickly in the sa^xe direction. A rise in the 
price of any . one is likely to be accbmpanied by a declining 
price of another, or by stationary prices of the others. . So gradual 
^ * are changes in the general range of prices, so uncertain the com- 
parison and" offsetting of the complex individual changes — a 
rise here, a fall there, no change at aU in a third — that it is 
often difficult to ascertain whether during a short period a general 
change has really taken place. If, indeed, an upward or down- 
ward movement continues for years, it usually becomes unmis- 
takable. We can ascertain then Whether , the value of money 
has risen or fallen, and can measure with some accuracy the ex- 
tent of the change. But unless the lapse of time exceeds two or 
three years, it is often not easy to determine what has been the 
general trend ; so stable are prices for short periods. 
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This stability of the general level of prices, it should be re- 
marked, is by no means universally maintained. True, so long 
as the medium of exchange consists of gold and of other forms of 
money convertible into gold, there is ordinarily no occasion for 
qualifying what has just been said on this score. Yet even with 
a currency resting on gold, great and rapid changes affecting all 
commodities may take place in a short period of time ~ within 
a year or two ; as was shown by the sharp rise of all prices in the 
United States during the Great War. Changes even more violent 
may occur when the gold basis has been abandoned and resort 
has been made to paper money pure and simple. These, however, 
are monetary phenomena, to be considered at a later stage. It is 
of the first importance to keep clear the distinction between the. 
caiises that act at any given time on all prices — monetary forces 
we may call them — and the wider and yet shifting forces that 
determine the price of one commodity compared with another. 

is the latter that will be considered in the chapters to follow. 

( Tho general prices and the value of money as a rule change but 
slowly, the prices of individual articles change quickly and con- 
siderably.} The price of wool or iron may rise by ten per cent 
in the course of a month ; and changes are common in the prices 
of individual articles — of wheat, cotton, copper, coal — by ten, 
twenty, fifty per cent in the course of a single year. Where the 
price of one thing changes, other prices remaining the same, the 
new price evidently registers a change in value. The ordinary 
fluctuations in the prices of things thus signify corresponding 
changes in their values. 

For the purposes of an orderly and systematic exposition of 
economic principles, we shall therefore for the present assume 
stability in general prices "^^hence that a change in price of an article 
signifies a change in its valufe||lf an individual article rises in 
price under these" conditions, ‘it commands more of other things 
in exchange, and rises in value,- and conversely if it falls in pric'^.^ We 
shall thus use the familiar examples of price and money in ou/ illus- 
trations and figures, and shall put aside, for'consideratipn at a later 
stage, the problems of fluctuatioils in the general level of prices. 



CHAPTER 9 
Value AND Utility 

Section 1» Utility a necessary condition of value ; but value not propor- 
tional to utility, 116 — Sec. 2. Increase of supply brings lowering of 
vato ; because of differences of means, and, fundamentally, because of 
the law of diminishing utility. Effects of varying the commodities 
supplied. Possible exceptions to the general principle, 117 — Sec. 3. 
Total utility and marginal utility, 120 — Sec. 4. Value depends on 
marginal utility. Qualifications and explanations. Marginal vendibil- 
ity. The marginal utility of money, 122 — Sec. 5. Consumer's surplus. 
Sundry limitations on its significance and on the possibility of measuring 
it, 124 — Sec. 6. How state and measm’e the income of a community ? 
129 — Sec. 7. The law of diminishing utility points to the conclusion 
that inequality lessens maximum well-being, 132. 

§ 1. An object can have no value unless it has utilityi No 
one will give anything for an article unless it yield him satis- 
faction. Doubtless people are sometimes foolish, and buy things, 
as children do, to please a moment^s fancy; but at least they 
think at the moment that there is a wish to be gratified. Doubt- 
less, too, people often buy things which, tho yielding pleasure 
for the moment or postponing pain, are in the end harmful* But 
here, as has already been explained, we must accept the consumer 
as the final judge. The fact that he is willing to give up some- 
thing in order to procure an article proves once for all that for 
him it has utility — it fills a want. 

On the other hand, no less evidently, ^^he value of an object 
is not in proportion to its utility. \ Free goods, such as fresh air, 
pure water, the beauty of nature, may have high utility, tho 
wholly without value. Only slight value may attach to other 
things having high utility. In our advanced civilized commu- 
nities the simplest and most wholesome articles of food have low 
value; they are cheap. Yet they satisfy the most elemental and 
pressing of*wants, and have great utility. So it is of other neces- 
saries of life, as clothing, shelter, or warmth; great utility often 
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goes with low value. Again, some things whose exchange value 
is high have utilities which we do not ordinarily reckon great 
Jewels, tasteless ornaments, a stupid book printed four hundred 
years ago — such things sometimes command a high price, tho 
the satisfactions they yield are not of a high order or apparently 
highly prized. ^ 

§ I. The supply of a commodity, as we all know, closely affects 
its value. If at any given time an article becomes more abun- 
dant, its price falls ; if supply becomes less, its price rises. The 
causes of these fluctuations are two, very different in nature and 
social significance. 

One obvious cause, and that which many persons are likely 
to think of first, is the difference in means between rich and poor. 
Those who are able to pay highest, secure the first installments 
of any commodity that comes to market. If there be compara- 
tively few installments, each will command a high price. As more 
and more are offered, the price must be lowered in order to bring 
them within the means bf the less rich. Finally, if the supply 
be greatly increased, the price must be lowered very much in order 
to make purchases by the poor possible. 

But the same result would appear if there were no differences 
between rich and poor^ — if all persons had the same incomes. 
Then also an increasmg supply would bring a decreasing price. 
The principle wiiich explains why the same inverse variation would 
appear under equality of incomes is that of diminishing utility; 
and this, the second cause, is the more fundamental, since in reality 
it underlies the first. 

Consider anf familiar article of daily use — the knives, forks, 
spoons, on your table, the clothing you wear, the house you live 
in. One set of knives and forks is essential to cleanly eating. 
A second set is highly convenient, a third somewhat less so ; there 
is a decline in utility, until at last the stage is reached where an 
additional set is a mere encumbrance. So with clothing. One 
suit is necessary; a second and a third add to comfort. More 
and more can be used, yet with a steady tendency to lessening 
satisfaction from the successive installments. One room in a house, 
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or a one-room house, is indispensable for existence. The added 
comfort and decency from a second room are very great ; and 
further additions to the houseroom continue to yield satisfactions. 
The rate of diminution in utility may be for some time compara- 
tively slow, but the tendency still is present, and before long the 
stage is reached when more houseroom serves to satisfy only the 
love of display, not to yield substantial comfort* All things, 
it may be observed, which minister to the love of display, have 
the possibility of maintaining this sort of utOity to a curious de- 
gree. The mere fact that a thing is rare — that it is of a sort 
not possessed by others, and so distinguishes its owner — gives 
utility to things otherwise useless; a notable example is an old 
postage stamp.^ Additions to the supply of many classes of articles 
may for a long time give additional satisfaction, if the individual 
things be varied and adapted to gratify the love of distinction; as 
with the garments and houses of the rich. But the tendency to 
diminishing utility none the less persists. The addition of a new 
coat to an abundant supply, of a new room to a house already large, 
brings less satisfaction than the preceding coats or rooms ^brought. 

To this general tendency we give the name, of the law, prin- 
ciple, of diminishing utility. Successive doses of the same hdm- 
modity or service yield diminishing utilities^”' If the doses be 
continued indefinitely, the point of satiety witt^e reached. Their 
further repetition yields no satisfaction whatever; the utility 
of each additional dose becomes \This principle, as has just 
been intimated, and as will presenfly be explained further, ap- 
plies in strictness only to units of the same commodity (or service). 
Vary the things supplied — even tlio it be made different only 
in small degree — then the result will not be quite the same. 
The diminution in utility may be prevented or checked, and the 
point of satiety may be indefinitely postponed. From the fact 
that there is a limit to the possibilities of satisfaction from increas- 
ing the supply of any one article, it is not to be inferred that limits 
in utility exist for all articles taken together. 

^ No doubt tbe Instinct of acquisition (tbe **colleotmg*’ instinct) plays its part 
as regards such ^tioles, in combination with the instinct for distinction thru display. 
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To put the general proposition in other terms :/ ah enjoyments 
tend to pall if repeated. If any one of us were called on to retrench 

— to dispense with some enjoyments now possessed — he would 
find himself cutting off first those things least prized, and then 
in succession various others in the inverse order of their utility; 
a process which would make it clear not only that some things 
have more utility than others, but that some doses of the same 
thing have more utility than other doses of that thing. ' ■ 

It is this fact of diminishing utility that explains the growing 
variety in the articles produced and the growing complexity of 
production and consumption. As the productive^ power of man- 
kind increases, and especially as the commodities in common use 
become more abundant, labor is constantly turned in new direc- 
tions. It is given not so much to making more of the same things 
as to making different things. Abundance without variety means 
that the approach to satiety is rapid. Bread, in most civilized 
countries, is cheap, being produced with comparatively little 
labor. With increase in the effectiveness of industry, more and 
more bread could be produced with the same labor. But some 
of this labor turns to other kinds of food as bread becomes cheaper 

— to meat, eggs, butter, vegetables, fruit, sugar. A varied diet, 
such as is possible in modern times, marks a great advance not 
only over the monotony of savages' food but over the very re- 
stricted diet with which civilized peoples had to content themselves 
until the last century or two. The essentials of clothing also are 
plentiful and cheap, and a comparatively small part of the labor 
of a modern country is given to the covering needed simply for 
health and decency. A vast deal of labor is given to maldng more 
convenient and attractive clothing, Variety in production must 
take place if consumption is to respond. 

There are articles to which the principle of diminishing utility 
doe^ not apj^Iy as unfailingly as the preceding statement suggests. 
Tho stimuJ§Bte.un the whole show unquestionably the tendency 
to lessening response, the conscious effect from the first few doses 
does not always indicate it. The second or third glass of liquor 
may be as much enjoyed as the first. Or, to speak of higher things. 
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the second or third reading of noble verse, or hearing of beautiful 
music, often gives greater pleasure than the first. Again, there 
are many cases where a preliminary stage of doubtful satisfaction 
is succeeded, with habituation, by unquestionably greater satis- 
faction; as with tobacco and oysters. Many a novel article 
needs to be insinuated into people’s lihing. As this is brought 
about (perhaps by skillful advertising) the article reaches a stage 
where a larger supply of it is sold, not at a lowei' price per unit, 
but at a higher. In such cases, however, the tastes of the pur- 
chasers may be said to have changed in the interval ; at any given 
stage of taste and popularity, the principle of diminishing utility 
will apply . It is not worth while to refine on the question whether 
in the cases just mentioned there are real or only apparent ex- 
ceptions to the principle. The qualifications that may be needed 
are of no great importance. The tendency shows itself so widely 
and with so few exceptions that there is no serious inaccuracy in 
speaking of it as universal. 

§ 3. Fro.m the law of diminishing utility we are led to the 
conceptions of total utility and of marginal utility. 

• Utility can be measured, for the purposes of economic study, 
ill one way only ; by the amount which a person will give to pro- 
cure an article or a service. Enjoyment or satisfaction is sub- 
jective. The objective test of it is willingness to payX What a 
person will pay for an article rather than go withour it, is the 
only test by which we can ascertain with any approach to pre- 
cision how much satisfaction it brings him. j Hence price, actual 
or potential, is the economic measure of utili^' Not infre- 
quently in discussion of this set of subjects it is said or implied 
that the utility of an article is the price it comniands or might 
command. The language is inaccurate. Price simply indicates 
utility. 

Consider now how price may measure the utility to an* in- 
dividual of several units of a given commodity — say five oranges. 
Suppose them to be offered in succession, each being appraised 
by itself without thought of there being more to come. The 
first we majf believe to be so fragrant and refreshing that the in- 
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dividual would pay 50 cents rather than go without it. The second^ 
yielding less satisfaction, would command only 25 cents; the 
third would command still less, say 15 cents; the fourth, 10; 
and the fifth, only 5. The total utility of the five would be in- 
dicated by the sum of the amounts which the several units would 
have commanded separately, namely: — 


For the first orange . , . . . . • . • • • • . * . • 50 cents 

For the second orange . . , . * • . . • • « • * • , 25 cents 

For the third orange . . • , * * * . . , . . , , , 15 cents 

-For the fourth orange . . , , . ... . 10 cents 

For the fifth orange . . . , , . . Scents 

For the total supply . . . . . . . . . . . . ... 105 cents 


Suppose, now, on the other hand, that the five oranges exist 
as a stock, possessed together by the individual. All are alike. 
Take away any one, and the loss of utility or satisfaction will be 
the same as if any other had been taken away. Each has the 
same degree of importance for his welfare. As installments or 
successive doses, they have differing utility. But possessed as 
a stock, they have each the same economic importance. / Any 
one would be parted with on the same terms as another. And 
those terms — the price — would be settled by the utility (satis- 
faction) yielded by the last of them if they were enjoyed in suc- 
cession. ) The price at which the fifth would be bought (or sold) 
is the“lprice at which any one of a stock of five would be bought 
(or sold). That price measures the marginal utility, . ov final 
utility, of the supply to this individual. /Economic importance; 
"marginal utility ; final utility ; the satisfiotion got from any one 
unit of a stock — all these expressions come to the same thing) 

It may seem paradoxical to say that all the constituents ot a 
stock have the same economic importance, and that none the 
less some have greater utility than others. But there is no real 
paradox. It must be remembered that utility means satisfactions 
or enjoyments. To possess a stock is not to enjoy it (except so 
far as, by association of ideas, mere ownership gives pleasure; 
as in case of a miser’s hoard). The stock is necessarily enjoyed, 
not as a whole, but by installments; and as it comes to be so 
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jnjoyed, the successive installments yield lessening satisfaction. 
Economic importance is something different; it is the satisfac- 
tion dependent, not on the whole stock, but on any one of the 
constituents of the stock. Considered in this way, all the con- 
stituents are alike ; even tho, considered as sources of enjoyment 
when actually used, they are of varying utility. 

§ 4. Let us return now to the relation between the supply of 
an article and its price. In doing so, we pass from a consideration 
of the individual’s satisfactions to those of a group of individuals; 
and thereby are brought to a consideration not only of marginal 
utility but also of marginal vendibility. 

Increase in supply means lower price. It also means lessening 
utility from the added units. The price of a commodity depends, 
as the case is commonly stated, on the least of the utilities yielded 
by the supply, or on final utility; price, or value, depends on the 
utility of the last increment. Properly qualified, and properly 
imderstood, the principle is sound, and not only so, but of primary 
importance. 

First as to the qualifications. The proposition is true, in strict- 
ness, only if we suppose many competing buyers and sellers. 
And in fact most things are brought to market by competing 
sellers, and are purchased by competing buyers. Assume now 
that a given supply, say IGOO oranges, is offered by the sellers. 
Among the buyers are some whose means are large, others who 
value oranges highly. Both sets would be willing to pay a high 
price for a few oranges rather than go without. But there are 
more oranges than these pm-chasers are eager for. To induce the 
rest to buy, or to induce the eager purchasers to buy more, the 
price must be lowered. As the sellers are many and competing, 
the price of the whole supply will be uniform. Any one seller, 
trying to obtain a higher price from the eager buyers, would be 
undersold by others. There would be one price at which the whole 
lot would go, and that would be the price which tempted the last 
buyer; or, to be more accurate, the last purchase by any of the 
buyers. ^This last purchase, and the price which must be offered 
to induce it,” would settle the terms for all the transactions.'^ 
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Next, as to the just understanding of the proposition. Ob- 
serve that the last buyer and the last purchase have been spoken 
of, not the last or marginal utility. the usual statements of 
this fundamental principle of value, it is said simply that selling 
price, or exchange value, depends on marginal utility. The as- 
sumption is here tacitly made that all the buyers are in the same 
position and that all have the same means. ■ From this it would 
follow that a less sum of money paid out denoted a less utility, 
and that he who bought the last unit of the whole supply was 
not only the last purchaser, but the purchaser to whom that unit 
gave the least satisfaction. The fact is, however, that purchasers 
have very different means, and, as just pointed out, this cir- 
cumstance is of vast importance in explaining the fall in price 
which actually takes place when supply is increased. (The de- ^ 
pendence of selling price on the last pmchaser (or the last pur- \ 
chase) is not affected by the inequality of incomes. But the ' 
significance of the final purchase for the utility or satisfaction- 
yielding power of the last installment of the supply is much affected. ' , 
We may speak, therefore, of marginal wndihUiiy. The common 
formulation by economists, that price depends on marginal utility, 
tacitly ignores the effects of inequality. {^The term "vendibility” 
points to the dominant position of the price at which the last item 
is sold, and makes no implication concerning the satisfactions 
secured by the person who pays this pric^iMarginal vendibility 
is the resultant of two forces, diminishing utility of successive 
units and inequality of incomes.^ So far as concerns the immediate 
determination of price and the mechanism of supply and demand, 
it is not material which of the two happens in a given situation 
to be of most effect. The' outcome is the same : increase of supply 
leads to a decline in price. But the social significance of price 
fluctuations and of the working of supply and demand is very 
different according as the one or the other is of controlling in- 
fluence. * 

The simple and familiar fact that a rich man, when paying out 
a given sum of money, oft^n gets less, satisfaction than a poor 
man when he pays out the same sum, is expressed in more techni- 
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cal terms by saying that the marginal utility of mon^y is less 
to the rich than to the poor. A dollar signifies little to the man 
of means. If he parts with it, his loss in welfare is vastly less 
than that of the poor man who parts with the same amount. 
A high price therefore does not necessarily indicate great utility 
to those paying it. It may signify only that the marginal utility 
of money is small. 

The phrase “marginal utility of money” must, however, be 
' used with caution. Money has utility in a different way from 
other things. \ lt is valued not because it serves in itself to satisfy 
wants, but as a medium of exchange, having purchasing power 
over other things.’ Gold jewelry is subject to the law of dimin- 
ishing utility precisely as other things are. But gold coin — 
money is subject to it only in the sense that an individual 
buys first the things he prizes most, and then other things in the 
order of their smaller utility. Strictly speaking, the statement that 
money has varying utility and that there is a marginal utility of 
money is only a way of saying that the things bought with money 
have varying utility, and that some among them are at the mar- 
gin of utility.^ 

§ 5. The conceptions of total utility and marginal utility lead 
tp that of consumer’s surplus. 

(.Consumer’s surplus is the phrase applied by Professor Mar- 
shall (who has done more than any other writer to make clear 
this whole subject) to tlie difference between the sum which 
measures total utility and that which measures total exchange 
value. \ The total exchange value of a set of goods is obviously 
the pfice per unit multiplied by the number of units. But the 
total utility of the units as they come to be enjoyed is a different 
quantity. Thus, our orange-eater would have been willing to 
pay for the first orange 50 cents, but had to pay only 6 cents. 
He had a “surplus” of 45 cents’ worth of satisfaction. Using 
the same figures as before for the supposed supply of five oranges, 
we get the following comparison between the prices that would 

1 See What said furthei* on this topic, and on the peonli^dties of the value of 
money, in Chapter 18. 



VALUE AND UTILITY 


9-§51 


126 


have been paid and the prices that were paid in fact ; the differ- 
ence indicating consumer’s surplus. 



Potential Phicb. 
Measuring Total 
Utility 

Actual Pbicb 

Consumer's 

Surplus 

For the first orange . , . 

50 

5 

45 

For the second orange . . 

25 

5 

20 

For the third orange . « 

15 

5 

! 10 

For the fourth orange . . 

10 

1 , ^ 

5 

For the fifth orange . . . 

!■' , 5. 

5 


For the whole supply * . 

105 

25 

80 


The ease is stated here in the simplest terms, and on the assump- 
tion that the price of this small supply of oranges would be 
determined as is the price of the usual large supply of commodi- 
ties as they come to market in the actual world — by the price 
which carries off the last increment. Without stopping now to 
inquire how far this assumption in fact holds good where a very 
few commodities are put on sale,^ let us consider. the nature of 
consumer’s surplus, as here typified. 

How substantial is this surplus? and how far is this mode of 
measuring it satisfactory? To ask these questions is only to ask, 
in different words, how substantial total utility is, and how far 
we can measure total utility. 

One limitation of the first importance has already been in- 
dicated when considering marginal utility and its connection with 
demand. If all persons had the same income, then willingness 
to pay a given amount for an article might be. fairly assumed to 
mean that the article had the same utility for each of them. But 
some have greater incomes than others; the marginal utility 
of money is less to the rich ; and the payment by them of a larger 
sum does not signify a higher utility. Price depends-— to use 
the phraseology suggested a moment ago — on marginal vendibility, 
not simply on marginal utOity^ A rich man will pay for hothouse 
fruits or vegetables a sum quite out of the question^for a person 

\ ^ 1 See the next chapter, § 9/ 
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of modest means. The latter may secure, at a season of greater 
plenty, precisely the same things for a price much lower. The 
rich man probably gets no greater enjoyment from his expensive 
purchase; or, if so (counting as part of his pleasure the gratifica- 
tion of the love of distinction), by no means in proportion to the 
higher price he pays. / If some of the familiar comforts of civilized 
life became scarce — fresh milk or good bread ~ they would 
command a high price, even if all persons had the same incomes. 
But the price would go still higher if there were a circle of per- 
sons able and ready to bid heavily for them without making 
serious gaps in their incomesh The special increase of price re- 
sulting from this latter circumpance is indicative, not of specially 
high utility, but of large means for purchasing utilities.^ 

Still another qualification is suggested by the fact of inequality. 
Many articles which command a high price satisfy the passion 
for display. Such are the precious stones, rare paintings, and 
statues. No doubt many things of this sort — the great works 
of art*— are intrinsically beautiful, and yield enduring and un- 
alloyed pleasures; and it is their intrinsic beauty, tested by time, 
that is at the basis of their high value. Yet since they are rare 
as well as beautiful, they satisfy also the deep-rooted instinct 
of emulation and desire for distinction. They have what has 
been called a prestige value. They command, a higher price 
simply because they are already high in price. Suppose now that 
such things became common and therefore cheap; that diamonds, 
for example, became very plentiful, and that their price fell to 
some such level as that of glass beads. The intrinsic qualities 
of diamonds would remain : their luster and brilliancy, their 
hardness. The satisfaction which the previous limited supply 
had given might be thought, therefore, to remain undiminished. 
Yet in fact it would be vastly diminished ; for diamonds would 
no longer be evidences of wealth and social station, Consumeris 
surplus, as measured by the previous high price, would evaporate. 

Consumer's surplus is thus unsubstantial for a considerable 
range of articles much esteemed and paid for at high prices. Not 
only the favorite objects of rich collectors, such as rare paintings 
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and books belong in this class, but many others which are not 
commonly thought of as belonging there, 
fashionable clothes, even choice food, get no small part of their 
power of yielding utilities from their satisfying the sense of dis- 
tinction, As to all these, total utility and consumer's surplus 
are highly elusive. 

Another qualification concerns articles at the other end of the 
scale — things of simple necessity. Measured in terms of the 
prices that would be given for the early doses, consumer’s surplus 
is very high for bread, clothing, houseroom — -for the minimum 
of food, raiment, and shelter. Rather than dispense with these, 
anything would be given; life itself depends on them. , Total 
utility and ccmsumer’s rent may be calculated to be infinite, r Cer- 
tain it is that, were they to become very scarce, their price would 
go to a very high range; and this irrespective of whether there 
were or were not inequalities of incomes among the purchasers. 
But a question may be raised as to the nature of the utilities de- 
rived from necessaries. The satisfaction they give is of a negative 
sort. The chronicler of Lewis and Clark’s expedition across 
the American continent narrates that at one stage the explorers 
subsisted on dried salmon in the form of a tasteless powder, 
so unsmpetizing that only the absolutely necessary amount was 
eaten.{ Some such situation is in the mind of an ingenious and 
stimulating thinker, Professor Patten, who has distinguished 
between a '^pain economy” and a "^pleasure economy.” ^ The 
first phrase describes that economic stage in which the Morts 
of man suffice only to yield the indispensable minimum ; to pre- 
vent hunger, thirst, freezing; to ward off pain, not to yield satis- 
faction, The second describes that better stage when the first 
elemental wants have been attended to and positive enjoyment 
begins ; when food is appetizing as well as sufficient, when cloth- 
ing and houseroom are attractive.X Now in reckoning total utility 
and consumer’s surplus we do weir to begin only when this second 
stage has been reached. Let those utilities which are of the in- 
dispensable sort be set aside. Only where the stage has been 
reached of possible comfort, of some choice in the Tlirection of 
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expenditure, can there be anything in the nature of a real surplus 
of satisfaction for the consumer. 

This is true not only of absolute necessaries, but in a good de- 
gree of conventional necessaries. Equipages and horses are con- 
ventional necessaries for many members of the Continental 
aristocracy. They would be immensely missed if the individual 
had to give them up. Yet the real enjoyment from them is 
doubtful. So it is with the starched linen and close-fitting clothes 
of the well-to-do, which are insignia of the wearer^s exemption 
from manual labor. The satisfaction from them is chiefly nega- 
tive; their loss would be more keenly felt than their presence 
is enjoyed.) Positive satisfaction is indicated in very uncertain 
degree by "the price which under the stress of convention the in- 
dividual would pay for such things rather than do without. 

Not the least of the difficulties in the way of measuring utilities 
by potential prices is the practical one that we have no means 
of knowing what prices would be paid for the several installments 
of a commodity if they were offered one by one. In our illustra- 
tive case it has been assumed that the first orange would be so 
greatly enjoyed as to command a price of 50 cents. But in hardly 
any actual case do we know what price would have been fetched 
by the first installment or by a series of earlier installments. All 
we know is that they would command much more than that, 
settled by marginal vendibility for the actual supply. We have 
some information (tho not very much even here) regarding the 
variations of prices in the neighborhood of the range familiar 
to us.^ We observe how oranges, cigars, bread, meat, sugar, 'go 
up and down as the quantities become somewhat greater or less 
than those usually put on the market. But we have no precise 
knowledge of what would happen if the quantity were to vary 
greatly irom the usual amount. Statistics of prices, however 
perfected, throw no light on the very high range that would be 
paid if supply became very small. 

These accumulated difficulties make it impossible to measure 
in any precise way total utility or consumer's surplus. The 
fiigures which have been given for illustration are useful in making 
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the conceptions clear, but are misleading in that they imply 
accuracy of measurement. We cannot set down the complete 
price schedule; and even if we could, the differences in incomes, 
the illusiveness of prestige, the doubtful satisfaction of a pain 
economy, combine to render a calculation of real enjoyment im- 
practicable. We cannot measure with any approach to accuracy 
the satisfactions got from wealth. 

None the less, total utility and consumer’s simplus are not 
fanciful. , Thatthey are real is shown by their accord with familiar 
phrases. We often say that we get a thing for less than it is 
worth to us, meaning that what we give for it offers less satis- 
faction than the thing we buy. This is merely stated with more 
care and precision when we^ay that a consumer’s surplus is secured. 
Tho that surplus may not be clear either at the lower end of the 
scale of consumption, where bare necessaries alone are bought, or 
at the upper end, where mere vanity is satisfied, it is unmistakable 
in regard to what may be called the true enjoyments of life. A 
varied diet, abundant houseroom, clothing and fittings that 
permanently please the taste, the gratification which all get from 
the mimic arts, distraction coming after monotonous work, the 
pleasures of the intellect — these are things not less enjoyed when 
abundant and cheap. They often have a utility much greater 
than is indicated by the price of them. Tho their utility be not 
susceptible of measurement, total utility is certainly large and 
consumer’s surplus is correspondingly large. 

§ 6. The discussion of utility, total utility, and consumer’s 
surplus leads to another question, How state and measure the 
income of a community? 

An individual usually thinks of his income, and measures it, 
in terms of money. So long as the prices of commodities and 
services remain the same, this mode of estimating income is for 
most purposes sufficient. ^jbA.^nditiQEt,,5tated.“,d^^ 
prices — is^obvioP^^ important, jr If money incomes double, 

and all prices also double, tiie community is no better off than 
before. It simply conducts its exchanges with a different scale 
for the medium of exchange.^ 
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Hence we proceed naturally to the next step. Money in- 
come is significant simply as a way of measuring the quantity 
of the things which the money buys. We may think, therefore, 
of real incomes in contrast to money income — of the necessities, 
conveniences, and luxuries of life. We must reckon, also, as 
part of real income, the services of those who used to be called 
^'unproductive'^ — actors, musicians, servants, and so on. The 
more we can get of such "real" income, of all kinds, the more 
prosperous we are as individuals and as a community. , 

But we may go a step beyond. We have seen ^ that production 
consists in the creation of utilities. Now, just as all production 
in the last analysis consists iix the creation of utilities, so all in- 
come consists in the utilities or satisfactions created. Economic 
goods are not ends in themselves, but means to the end of satisfy- 
ing wants. In a preceding chapter, we have distinguished be- 
tween capital and wealth which^is not capital, or (in other phrase- 
ology) between Ansumer's wealth and producer's capital. (But 
consumer's wealth, which^ we m'ay treat in one sense as "real" 
income, is an instrument no less than producer's capital.) It too 
is a means, not an end. Our food, clothing, furniture, may be 
said to yield psychic income. They shed utilities, so to speak, 
as long as they last. In the final analysis, the ineome of an in- 
dividual or of a community consists of the sum of utilities steadily 
accruing from its store of goods and services. It consists, that is, 
of the total utility of all. 

Nevertheless, for almost all purposes of economic study, it is 
best to content ourselves with a statement, and an attempt at 
measurement, in terms not of utility but of money income or of 
real income. The reason for this rejection of a principle which 
is in itself sound’ lies in the conclusion just reached regarding 
total utility and consumer's surplus: they cannot be measured. 

The other ways of stating and measuring income lead to results 
of some certainty. We can measure money income. Tho our 
statistics for the total money income of (say) the people of the 
United States are far from complete, the task of ascertaining that 

I See Chapter 2, § 2. 
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income is not Hopeless. Indeed, it Has been accomplished for 
some countries with sufficient accuracy. We can also measure 
the general range of prices. We know, therefore, whether a given 
sum of money incomes at one time means more than a given sum 
at another time. If we know that money incomes have increased, 
and that the range of prices is unchanged, we are sure that.^real 
income, in terms of consumable commodities, has increased/ ' 

Further, we can do something toward measuring "reaF^ income 
directly. We can ascertain what has been the consumption 
per head of population, at different times, of such articles as flour, 
sugar, tea, coffee, cotton, wool, and the like. The results give 
significant indications regarding the increase of income in terms 
of commodities. We know that the average consumption of such 
things has much increased in recent times, and that material 
welfare has so far advanced. 

But how far total utility or "psychic income” has increased, 
we have no accurate notion. We may feel sure that it has in- 
creased in some degree; but whether in the same degree as con- 
sumer's wealth, or in less, or even in greater, degree,^ we do not 
know. We cannot measure how great total utility was before 
the increased supply of economic goods, or how great after. The 
supply of the things which minister to enjoyment can be meas- 
ured, but not enjoyment itself. Virtually all problems of legis- 
lation and applied economics can be settled, and habitually are 
settled, according to the results in terms of the former sort of 
income. Hence we do best, for almost all economic reasoning, 
not to go beyond the tangible and measurable facts of consumer's 
wealth. Even tho consumer's goods be but a sort of capital, 
and even tho total utility be in the last analysis the true income, 
the only kind of income about which we can reach results of quan- 
titative accuracy is that "real” income which consists of enjoy- 
able things. 

* If we accept the distiuctiort hetween a pain economy and a pleasure economy, 
and begin to reckon total utility and consumer's surplus only when a surplus 
over necessaries appears, we may conclude that for a considerable stage after 
the first emergence of a suiplus, total utility increases in greater degree than 
consumer’s wealth, 
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§ 7* The principle of diminisliing utility, if applied unflineh- 
ingly, leads to the conclusion that inequality of incomes brings 
a less sum of human well-being than equality of incomes, and 
that the greater the inequality, the less the approach to the maxi- 
mum. If additional increments of any commodity yield less en- 
joyment than preceding increments, the same is true of increments 
of income in general. A man who already has five oranges gains 
less from a sixth than he who has but one orange gains from a 
second. A man who has an income of 110,000 gains less from an 
additional $100 than does the man who has an income of $1000. 
This is stated in another way in the proposition that gambling 
between persons of equal income always brings an economic loss. 
If two men, each having $1000, bet $100, the gain to the winner 
from the increase of his possessions to $1100 is less than the loss 
to the loser from the drop of his possessions to $900. All this 
follows dii'ectly from the hedonistic calculus — from the prin- 
ciple of diminishing utility. 

We have just seen that the hedonistic calculus is not to be 
applied unflinchingly. It needs to be qualified, for example, in 
its application to the necessaries of life — to pain economy and 
pleasure economy. Additions of income (that is, of goods pur- 
chasable) which come after the first needs of bare existence have 
been met, may mean not only an increase of well-being but a 
more than proportionate increase. Hence if one half of a people 
have a considerable surplus over necessaries, and the rest the bare 
necessaries only, the sum of enjoyments may be greater than if 
all had the same income — if the surplus were spread thin over 
the entire mass. 

And it hardly needs to be said that the hedonistic calculus, 
even where it does lead clearly to the conclusion that enjoyment 
is subject to diminishing return, does not tell the whole story 
of human happiness. One of the unfailing sources of satisfaction, 
deep-rooted in human nature, is the response to the instincts 
of emulation and distinction. But distinction implies inequality^ 
The there may be distinction and inequality in other ways — 
in rank or "fame — • difference in economic possessions has been 
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an immense stinmlns and an immense resource to almost all men, 
U Mucli of the spice and flavor of life would be gone with flat 
equality.V 

None the less, it remains true that there is an opposition be- 
tween inequality and maximum happiness. The opposition 
becomes obvious when there is very great inequality. High dis- 
parity of incomes means a net loss in enjoyments; the rich gain 
less than the poor lose, Tho some emulation and distinction 
be essential to a full and happy life, and tlio some inequality of 
income be a natural consequence of distinction, such great in- 
equalities as are familiar in modern society, and indeed in all 
societies advanced much beyond barbarism, cannot possibly bring 
the most effective distribution of the material sources of enjoy- 
ment. Emulation in ostentation palls ; it is the least lasting of 
all the satisfactions derived from distinction. The consciousness, 
more or less obscure, of the inconsistency between maximum 
well-being and great inequality underlies the whole modern social 
movement ; for essentially this movement has for its goal a more 
equal distribution of income. From this flow the characteristic 
tendencies of our time — curbing of monopolies, extension of 
government industry, labor legislation, progressive taxation; 
last but not least, socialism. |^Inequality may be, and probably 
is, an indispensable spur to the full application of men^s best 
faculties, and an inevitable outcome of free and vigorous industry.) 
But frima facie it does not lead to the best distribution of well- 
being. It is always on the defensive ; and the greater and more 
lasting it is, the more difficult is its defense. , 
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Maeket Value. Demand and Supply 

Section 1. The conditions of demand and the demand curve, 134 — Sec. 2. 
Remand possibly discontinuous, usually continuous. Elastic and inelastic 
demand, How value is determined by marginal vendibility, 

for a fixed supply. The equation of demand and supply, 140 — Sec. 4. 
A varying supply : the equilibrium of demand and supply, 142 — Sec. 5. 
How far the supposition of a fixed supply, how far that of a varying 
supply, conforms to the facts. The circumstances that act on daily 
and on seasonal prices, 144- — Sec. 6. Qualifications as to the market 
value of capital goods, 148— Sec. 7. Retail prices seem to follow whole- 
sale prices, but in the end- govern wholesale prices. The advantage of 
fixed retail prices, 150 — Sec. 8. Current market prices are what people 
commonly mean when they speak of 'Tair’^ prices, 153 — Sec. 9. Spo- 
radic cases where value is affected by utility to sellers, 153. 

§ 1. In the preceding chapter the first principle of value has 
already been stated. The value of an article depends on its mar- 
ginal vendibility. It is the price at which the last installment 
can be disposed of ^ — the price thdt settles^ in turn, under the 
ordinary, conditions of competition in the market, the price at 
which the whole supply will be sold. It remains to illustrate 
this principle further, and to explain in what manner it operates 
in the coniplexities of actual life. 

Let us first illustrate the main principle graphically. On 
Figure 1, prices are measured along the perpendicular axis OY; 
quantities, i.e., the several mstallments offered in the market, 
are measured on the horizontal axis GX. Let it be supposed that 
the first dose, say of sugar, is represented by the horizontal line 
OAf and that this dose would command the price OF. Its value 
would then be indicated by the area OPA'A — the quantity 
multiplied by the price. Suppose now a second dose to be offered, 
indicated by the line AB. Under the infltience of the principle 
of diminishing utility, its price would sink to OP', and the whole 
supply would now be sold at this price (or rather, as will presently 
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be explained, at no higher price than this). The total value of 
the increased supply would now be indicated by the area OP'B'B. 
Add now another dose, the supply being 00 ; the price sinks 
again, and the value of the whole supply is OP" C'C. And' so 
on, with the supply OD, the price will be OP'", and the whole 
value and with the supply OE, the price will be OP"” 

and the whole value OP""P'jB. 

Strictly speaking, under the conditions here assumed, we should 
not know that the price for the quantity OP, for example, was 
fixed at the amount indicated by the lines OP' or PP'. We 
should Only know that it was not higher than OP' and not lower 
than OP" (CO'). In order to induce the supply OP to be taken 
ofif, the price must be at least as low as OP' ; otherwise, the buyer 
would not take it. But if the buyer ofifered less than OP', the 



seller would still rather dispose of his supply than have it left ' 
on his hands; and until another potential buyer came on the 
scene, there is no telling what price the seller might not accept. 
But if another buyer comes, to whom the dose has the utility ; 
measured by OP", and who is willing to pay the price so meas- ; 
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ured, the seller can compel the second buyer, stationed at B, 
to pay at least as much as the third competitor, stationed at <7, 
would offer. Price, therefore, would be somewhere between 
OP' and OP", or somewhere between BB' and CG's So in each 
of the successive stages. The price must be at least low enough 
to tempt the last buyer who must be called in to dispose of the 
whole supply offered. It may go a bit lower than this, until the 
point is reached at which a new buyer would enter and prevent 
the more desirous buyer — the more “capable” buyer, as he has 
sometimes been called — ■ from beating the seller down. If there 
be a considerable difference between the utilities of the install- 
ments to successive buyers, there is a considerable range within 
which price is indeterminate. 



§ 2. We have already noted, however, that in the ordinary course 
of business dealings there are no such abrupt stages in demand 
as the preceding diagram assumes. There are not a paltry half- 
dozen purcMsers, and a few pieces on sale, for any given article. 
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There are xnany buyers, to supplies are offered. 

Among the many buyers, there are always some just ready to 
step forward; some to whom the utility of the additional dose 
is only a shade less than was the utility of the previous dose, 
and who are therefore called into the active purchasing market 
by the lower price. ; This situation is described, in the technical 
language which economists have found convenient, by saying 
that demand is continuous. Where there are gaps between the 
utilities to different purchasers, and consequently between the 
prices they are willing to pay, demand is discontinuous. The 
successive steps from -4' to in Figure 1 indicated 

such discontinuity of demand. The nearer together these points 
are, the smaller is each step, and the less is the range within which 
price is indeterminate. For the immense majority of dealings 
in modern communities, the points are so near together — the 
gradation of utility and demand is so close — that they may be 
represented as joined into a line or curv^e. That curve, on a 
diagram such as is commonly used in graphic Hlustratioiis of these 
principles, always has a smooth downward inclination from left 
to right, like the unbroken line J)D^ in Figure It indicates 
that successive doses of any article have gradually diminishing 
vendibility, and must be offered at prices that insensibly become 
lower and lower as greater quantities are disposed of* It is called 
the dermnd curve, }. 

The shape which that curve assumes indicates the nature of 
the demand for the commodity. If it descends slowly — as 
does the dotted line ee^ in Figure 2 — it indicates that, i as : 
greater quantities are offered on the market, new purchasers ap- f 
pear readily and the decline in price is slow. The demand for the ; 
commodity is then said to be elastic. On the other hand, a curve ; 
descending quickly, like the broken line in Figure 2, [indicates ' 
that utility or purchasing power diminishes rapidly, that new ; 
purchasers do not readily appear, and that the decline in price i 
with increasing supply is abrupt. In such a case the demand for ^ 
the commodity is said to be inelastic ; consumption does not re^ J 
^ond promptly to a lowering of price*\ The cause of inelasticity ^ 
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must be, in some degree, rapid diminution of the utility of added 
installments; but this cause may be accentuated by inequality 
in means. If some purchasers are very rich, others 'well-to’-do, 
many others poor, commodities may meet a highly inelastic de- 
mand in the market, but not necessarily suffer a corresponding 
diminution in their power of yielding enjoyments to manldnd. 

The difference between elasticity and inelasticity of demand, 
as it has just been described, is one of degree only. If we were 
to use the term -'inelastic^^ in strict accord with its ordinary 
connotations, we should say that demand was inelastic only when 
the quantity purchased remained the same whatever the price. 

The demand curve would then be a perpendicular line. And we 
should say that demand was elastic if the quantity purchased in- 
creased even to the slightest extent as price declined. Since every 
commodity (the exceptions, as already stated, are negligible) is 
bought in somewhat greater quantity at a lower price, the demand 
for every commodity would then be elastic. In this meaning of 
the term, there are degrees of elasticity, but inelasticity of demand 
never appears; the demand curve is never a perpendicular line. 

It is convenient, however, to use the terms in a less rigid sense, 
and to indicate by them differences of degree — to indicate that 
with some commodities the response of purchase and consumption 
is more pronounced than with others. /"^tThe dividing line between 
elasticity and inelasticity^^ is themplaced at the stage where, 
in technical language, the elasticity of demand is unity.^ Imagine 
a commodity for which the same identical sum is always spent 
by purchasers. The quantity purchased does indeed increase 
as price falls, but increases in such proportion that the quantity 
multiplied by the price always yield’s the same product; and con- 
versely, while the quantity purchased becomes less as price rises, 
the diminution is such that at the higher price per unit the total 
spent still remains unaltered/ ^^To this sort of case we apply the 
phrase that the elasticity of deinand is unity. Compare such a ' 

commodity with one of which the quantity purchased increases ' 

gieatly as price declines — so greatly that the total spent at each i 

several stage is greater than at the preceding stage* Elasticity i 
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of demand is then greater than unity. Conversely, if there be 
still another commodity of which the quantity purchased, tho 
it increases as price declines, increases so slightly that the total 
amount spent at each several lowered price becomes actually less 
than at the preceding stage — then elasticity of demand is less 
than unity. Elasticity of demand in the first case was greater 
than unity, in the second less than unity. It is convenient to 
give precision to the difference of degree by speaking of the first 
sort of case as showing an elastic demand, of the second as showing 
an inelastic demand.^ 

The demand for necessaries is inelastic. Nearly the same 
quantity of bread will be bought, whatever the price. No doubt 
a high price will in some degree check consumption, and a low 
price will lead to more liberal or careless use. But when the in- 
dispensable supply has once been got, the decline in utility from 
greater quantities is rapid. For articles of this sort, a compara- 
tively small shortage in supply will cause a large increase in price, 
while a comparatively small redundancy will cause a rapid de- 
cline. The sharp inclination of the demand curve ii^ is the graphic 
representation of the inelastic demand for necessaries and of the 
abrupt fluctuations in price under slight changes in supply. 

Any article which, tho not necessary, is yet clung to with per- 
sistence by consumers, has a similarly inelastic demand. Meat, 
for example, tho not a necessary, has an inelastic demand among 
the well-to-do. On the other hand, the substantial comforts of , 
life — things not indispensable, yet prized by all the world — | 
often have an elastic demand. Such are those articles of food j; 
which, tho not necessaries, please by their flavor and variety, i 
For almost all except the well-to-do meat is such an article. In 
the upper part of the supply it has an inelastic demand, in the 
lower part a very elastic demand. Sugar, fruits, vegetables, tea, 

1 The demand curve of a commodity for which the elasticity of demand is unity, | 
is a rectangular hyperbola. It is a curve such that every rectangle drawn parallel to ■ 
the axes (asymptotes in the language of geometry) of our figure, of which the corner i 
impinges on the curve, has the same area. As will be explained later (Chapter 18, f 
§ 1) the elasticity of demand for money is unity ; the demand ourv# for money is a i, 
rectangular hyperbola. 
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coffee, and cocoa have probably an elastic demand thruout . the 
range of supply; so have books, furniture, houseroom, clean and 
decent clothing. 

In general, elasticity of demand is increased by an equal dis- 
tribution of wealth, while an unequal distribution leads to inelas- 
ticity in demand. This effect of inequality illustrates once again 
the caution which needs to be observed in applying the principle 
of diminishing utility to the phenomena of value as they appear 
in modern communities. If aU people had the same incomes, 
diminishing utility would be the one cause acting on the elasticity 
of demand, and the inclination of the demand curve would be sig- 
nificant of the rate of diminution in the enjoyments yielded by 
successive increments. / In fact, the demand curve is much affected 
by the circumstance tfiat persons of means can afford to bid high 
for the first increments, while the great number of those with 
small means cannot bid until a low price is reached? The lower 
bids of the latter — signified by a demand curve descending sharply 
thru a part of its range — mean a diminution not so much in en- 
joyments as in money means. 

§ 3. We proceed to consid^ how the mode in which the value 
or price of an article is determined at any particular time — the 
problem of market value. 

Suppose the supply of a commodity to be fixed ; suppose it to 
be offered on the market by competing sellers; suppose it all to 
be offered without reserve. Then the value of that commodity 
wEl be determined by its marginal vendibility. If all is not sold 
at that price by the competing sellers, some part of the stock will 
not be disposed of. This situation is graphically represented in 
Figure 3. Give a supply OS, the resulting price will be at the 
point where the perpendicular line 8S' will cut the demand curve 
DD'. That line (S8'=OP) measures the marginal vendibility 
of the supply 08, and so measures the price at which that supply 
will be sold. 

The total exchange value of the supply is indicated by the area 
0P8'^8 — the supply multiplied by the price. Total utility is 
indicated by the irregular area DOSS'; consumer’s surpliis by 
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the„(more or less triaagular) area BPS', Those purchasers who, 
rather than go without the article, would have been willing under 



stress to pay a higher price than SS' — as high as OD — secure 
some surplus of satisfaction. 

The same proposition, regarding the mode in which the value of 
an article at any given time is determined, was stated by the 
older writers in a somewhat different way. They said that mar- 
ket value was settled by the equation of supply and demand. The 
everyday way of putting it is to say simply that the value of a 
thing is determined by supply and demand. This is loose, since ^ 
it implies that supply and demand are causes that act indepen- 
dently, and are not themselves influenced by price. But demand, 
in the sort of case here supposed, is certainly afl'ected by price. . 
The lower the price of an article, the more of it will be demanded ; ; 
the higher the price, the less will be demanded. To say that 
price depends on demand, therefore, seems to be reasoning in a ? 
circle; since, if price is affected by demand, demand is no less j 
affected by price. Hence the more careful phrase Just quoted: 
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the equation of supply and demand. Given d, fixed supply, there 
is one price at which the quantity demanded will be just equal 
to the fixed quantity supplied. To assume that there is one such 
price, and not more than one, is to assume continuity of demand, 
as explained in the preceding section — an assumption that holds 
good of the vast majority of articles bought and sold in the mar- 
kets. This one price evidently represents the marginal vendibility 
of the supply, Tho the phrases^ marginal utility^^ or marginal 
yendibility^^ *were not used by the older writers, their version 
of an equation of demand and supply states substantially the same 
proposition as the more modern one which reasons on the basis 
of diminishing utility ~ marginal utility and marginal vendibility, 

§ 4. In both of these statements of the principle of market 
valne — the older one of an equation and the newer one of the 
marginal vendibility of supply — • the underlying assumption is 
that a fixed quantity is put on the market. But is this assump- 
tion tenable? Does it conform to the usual state of facts? We 
have Just said that demand, in the sense of quantity demanded, 
is not independent of price. Is not the same true of supply? 
In the ordinary case, it is hardly accurate to say that the quantity 
offered in the market is fixed, and is independent of price. As 
price goes higher, more sellers will be tempted to offer their wares, 
and supply will become larger. As prices go lower, supply will 
become smaller. Must not the theory of market value Be ad- 
justed to variable supply as well as to variable demand ? 

In some instances the supposition of a fixed supply is clearly 
in accord with the facts. When a large crop of strawberries comes 
on the market, it must be disposed of once for all. There is no 
keeping back any part of the supply of a perishable commodity. 
The total quantity on hand must be disposed of for what it will 
fetch — for the marginal x^rice. Not very long ago, the list of 
commodities of this kind was a large one; it included fresh fish, 
all vegetables and fruits, even meat. But modern improvements 
for the preservation of nearly all such things, thru cold storage 
and cannmg, have greatly shortened the list. Most commodi- 
ties are not put on sale with headlong suddenness. They are 
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offered in installments, Ttey come into tie market in a flow or 
stream, not as an abruptly* offered stock. The rate at which they 
come in, and the amount which will be offered at any given time, 
depend on the price. A higher price quickens the flow and leads 
to larger supply; a lower price checks the flow. 

It is not difificult to adjust the theory of market value to the 
case of variable supply. On Figure 4, let 8S^ represent the con- 



ditions of a supply that varies with price, becoming greater as 
price rises and smaller as price falls. Here, as on the previous 
figures, quantities are measured horizontally along the axis OX 
or parallel to it, and prices perpendicularly along the axis OF 
or parallel to it. At the price SA, we may suppose the quantity 
OA to be forthcoming on the market. As the price rises, the 
quantity increases. At the price PP', the quantity offered is 
OP'; at the price S^A^^ the quantity offered is 0A\ Evidently 
the line SPS^, which is the supply curve, has an upv;ard inclina- 
tion, the reverse pf the inclination of the demand curve DD\ 
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A rise in price, whicli causes the quantity demanded to become 
less, causes the quantity offered to become greater. 

The supply and demand curves, moving in opposite directions, 
must meet; and in our figure they meet at P. The price PP' 
is the equilibrium price, the market price fixed by the play of 
varying supply and demand. At that point the quantity offered 
is equal to the quantity demanded : the equation is satisfied. 
If a higher 'price is asked, the quantity demanded will be less and 
the quantity offered will be greater. Sellers will put on the market 
more than buyers will take; price wiU fall; some sellers will then 
withdraw'and some buyers wiU come in, until equilibrium is reached. 
And so in the reverse case; at any lower price, some seUers wiU 
withdraw, some buyers will be tempted in, and readjustment 
will again bring the price to the point of equilibrixim PP'. 

§ 5. It has just been said that of these two modes of state- 
ment — 'the one proceeding on the supposition of a fixed supply, 
the other on that of a variable supply— -the second is more in 
accord with the facts. Yet the first likewise is so in accord. Both 
must be had in mind for an imderstanding of the course of prices 
inamarket. 

,,On any given day, in a well-organized market, the actual set- 
tlement of market price undoubtedly takes place thru an adjust- 
ment of supply as well as thru a response from demand.’ On 
the cotton exchange or the produce exchange, or in any place 
where brokers and dealers meet, a proce® of higgling and bar- 
gaining goes on. More or less of the article is offered and de- 
manded, with fluctuations in prices which are usually within 
narrow limits ‘on any one day and which result in an equilibrium 
price for that day. But this daily equilibrium price is itseK 
affected by an imderlying and more important equilibritnn price, 
.^ile the amount which is offered in the market from day to 
day — the supply — varies considerably, and varies in response 
to changes in prices, the total amoxmt which can be supplied 
over a large period usually is fixed, j Take, as a typical case, the 
price of cotton, which fluctuates on the exchanges from day to 
day in response to the ever-changing play of offer and demand. 
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The total amount of cotton available for the season is not a vari- 
able quantity, It is so much and no more^ depending on the crop 
of that season. The price at which the whole will be disposed 
of depends on its marginal vendibility or on the equation of supply 
and demand (whichever mode of statement be preferred) and is the 
outcome of a total supply which is fixed. The fluctuations in price 
from day to day oscillate about this seasonal equilibrium price. 

Still using the cotton market and cotton prices for examples^ 
we may note that, while the supply for the season is fixed, no 
one knows in advance with certainty just how great that supply 
is; still less at what price the supply, even if accurately known, 
would be disposed of. Hence a period of uncertainty, of rumors 
and guesses, of selling and buying by brokers and dealers and 
manufacturers, by any one who chooses to operate on the cotton 
market — in short, all the phenomena of speculation. Cotton 
in the United States (the crop in this country dominates the 
world market) is picked in the autumii> and the amount harvested 
is known by December 1, But thruout the stimmer months 
there are reports of the condition of the growing plants, which 
foreshadow, tho with uncertainty, the amount of the coming crop. 
During the picking season more and more certainty is reached. 
Finally, under modern methods of gathering such information, 
the amount comes to be accurately known. Then rises the ques- 
tion to what degree the price will be affected by the amount, ■ 
It is certain that a small crop will command a higher price, a large f 
crop a smaller price. But the conditions of demand or consump- j 
tion are fluctuating from year to year, no less than the supply I 
from the crops. Just what will be the seasonal equilibrium price f 
for a crop of a given size, no one can say in advance. It is reached f 
by a succession of tentative market prices. From day to day, !; 
and from month to month, the market price is settled by the ad- f 
justment of variable amounts offered in the market by dealers, j 
For the season, it is settled by the adjustment of a fixed supply ; 
to the marginal price at which the whole will be disposed of. ? 

It is not to be supposed that even on a single day^is there one | 
price rigidly settled by the equilibrium of deniand and supply* | 
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Even in the most highly organized markets there may be simul- 
taneous sales at different prices; and, where there are newly dis- 
covered conditions affecting the seasonal range, such as a crop 
report, there may be considerable fluctuations in the course of a 
day. Tliese oscillations give the opportunity to the astute bar- 
gainer. Some buyers, not cool-headed enough to bide their time, 
will pay more than the equilibrium price. On the other hand, 
some sellers, unduly anxi9us lest their supplies be left on their 
hands, will sell at less. \The shrewd and unexcitable person, 
carefully watching the course of dealings, may buy at one price 
from the over-eager sellers and sell on the same day at a profit 
to over-eager buyers. It is sometimes said that all the capital 
a speculator needs is a pencil and a block of paper, and all the 
knowledge he needs is a knowledge of human nalureA This is 
by no means the whole story; yet it is true that a certain faculty 
of judging human nature and an impassive demeanor are impor- 
tant in the equipment of the professional dealer, and play no 
small part in those speculative operations which are discussed in 
the next chapter. 

The more the actual dealings in a market are confined to per- 
sons who are shrewd and well-informed, the more probable is it 
that there will be an exact equilibrium price. And in any market 
where dealings are habitually conducted on a considerable scale, 
there mil be an equilibrium price which, tho not rigid, is main- 
tained between comparatively narrow limits; and that price will 
represent the judgment then currently held of the probable sea- 
sonal price. Here, as in all economic analysis, we have to do not 
with hard and fast phenomena, but with the wavering doings 
of human beings. For the sake of bringing out clearly ^ the 
underlying general probability — a probability which often is so 
great as to he virtually a certainty — we state our reasoning 
and conclusions in semi-mathematical form, as in the diagrams 
and figures that have preceded. But it must be remembered 
that the conclusions hold good not with mathematical certainty, 
but simpl;^^ as statements of tendencies to which the actual mar^ 
ket conditions more or less conform* 
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What is true of cotton, holds of other agricultural commodi- 
ties, whose supply also is settled by the crops of each season: 
of wheat, corn, and pther grains, of hay, flax and henap, hops, 
sugar, tea, coffee, "^lere is always a seasonal price, around 
which fluctuate the market prices for shorter periodit Vir- 
tually this holds of other commodities also. It is true that agri- 
! cultural commodities show more unmistakably than most others 

the temporary fixation of supply. The supply of manufactured 
commodities changes more smoothly and continuously. The 
I amoimts offered in the market can often be increased and dimin- 

ished without waiting for nature’s process of growth. But even 
here there are important limitations. For any given period of 
moderate length — a half year or a year — there is something 
like a fixed supply. Iron, for example, is continuously produced, 
and the amount of production responds in some degree to the 
fluctuations in price. But the quantity available for any given 
period depends on the mines of iron ore and of coal which are 
open, and still more on the furnaces and works which are ready 
to smelt and shape the iron. The supply can be increased or 
i decreased only with considerable difficulty. It will not readily 

decrease, because the existing iron mines and works will be kept 
going, unless the prospects for profit are very bad indeed; con- 
tinuous operation is a condition of almost any profit at all. Nor 
, can it be rapidly increased. New mines and works can indeed ^ 
be added, but this takes time. Again, tho the output from the 
^ existing concerns does not come on the market at any fixed or j 

regular rate, it is almost sure to be offered for sale within' the cur- i 
‘ rent season of operations. Thus^a seasonal equilibrium of supply r 

and demand establishes itself. (Around this seasonal price the • 
current market prices fluctuate, as varying amounts are offered f 
and demanded from day to day and from week to week, j [ 

Sometimes dealers, looking far ahead, carry stocks over a con- j 
siderable period. In^ this way the supply on hand, feven the 
seasonal suj5ply, may be sensibly affected, and’the seasonal mar- i; 
ket price may be affected correspondingly. If, for example, J 
the wheat crop in any year is very large, and the price unusually I 
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low, some dealers may withdraw considerable amounts from sale, 
store them, and plan to sell them at a profit in the next year, 
when a smaller supply and higher prices may be expected. But 
this is a risky operation. It involves the locking up of large 
money means. The next season may again bring a large crop. 
There is the possibility that the wheat held in storage may spoil 
and become valueless. As a matter of fact, very little wheat (in 
comparison with the total supply) is carried over from year to 
year, and the yearly price is determined almost solely by the 
crop for the time being. It is perhaps otherwise with durable 
commodities. If iron and copper are unusually cheap, stocks 
of them may be bought and put aside, with a minimum expense 
for storage and with no risk of deterioration, in expectation of 
higher prices after a year or two. Yet even for these durable ar- 
ticles such operations seem to be uncommon. Most persons in 
active business, and especially dealers and middlemen, do not 
try to look far ahead. They study the conditions of the present 
and the immediate future and govern themselves accordingly. 
The withdrawal of stocks from the seasonal market seep^g to 
be no considerable factor in the play of demand and supply..| 

§ 6.|^ Strictly speaking, the discussion of utility, marginal utility 
and of marginal vendibility applies to consumer’s wealth only.) 
Capital yields no utilities directly. Materials, implements, 
machinery are but means for procuring utilities at a later date. 
Their utility is a derived one, depending on the utility of the con- 
sumable goods they aid in making. Tho the principle of marginal 
vendibility works out its results for capital good.s also, it does so 
thru an intricate process and with some complications. 

For example, when the cotton crop is small, the price of cotton 
rises; marginal vendibility is greater, we say, for the smaller 
supply. But the cotton is sold by the planters and farmers first 
to the dealers and speculators; they sell to the manufacturers; 
these again, thru another set of dealers, sell the cotton cloth to 
those who wear it. It is the satisfactions got by these ultimate 
consumers that in the end determine the value of cotton for a 
sriven supply. But the manufacturers are the immediate buyers ; 
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and it is they who are commonly spoken of, in the language of 
the market, as the " consumers of cotton. They are often in a 
position in which they must buy cotton. They haTe a plant which 
must be run if it is it to earn anything at all, and a force of work- 
men which, to remain efficient, must be kept together. Each 
manufacturer wishes to keep his plant working at full capacity 
and his workmen fully employed; yet with a small crop there 
is less cotton to be worked up. On the other hand, the extent 
to which consumers will pay at a higher rate for the diminished 
amount of cotton cloth is an uncertain factor. The manufac- 
turers try to get from the merchants and dealers to whom they 
sell, a higher price for cloth corresponding to the higher price 
of cotton. Both these sets of business men will say that it is the 
high price of cotton wliich causes high price of cloth. Yet 
the reverse is at bottom the case; only because the cloth can be 
sold at a high price does the raw material command a high price. 
How dose the correspondence in price will be, how much the in- 
vestments and commitments of the manufacturers will affect ; 
the situation, how the calculations and transactions of cotton i 
dealers and speculators, and cloth merchants and buyers, will 
act on prices at any one date and thru the season — these are 
matters on which the action of the fundamental economic forces 
is slow and uncertain. iThere are analogous complications when , 
there is a very abundaxit cotton crop. Then manufacturers are , 
not prepared to work up an unusual supply of the raw material; 
merchants and retailers are not certain how far and at what 
prices they can find a market for additional quantities of cloth. 
The cotton cloth is a commodity having an elastic demand, raw ; 
cotton, despite the fact that demand for it is derived from that 
for cloth, may show from season to season fluctuations such as ! 
one would expect in a commodity for which the demand is in- ; 
elastic. i' 

Other Mnds of capital goods are to be used for durable tools . 
and plant. Such are iron, copper, timber, brick, stone. In the 
end, the demand for these also rests on the utility of the enjoy- ; 
able commodities made with them; they also have a derived 
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utility. But proximately the demand for them is from persons 
who wish to use them in connection with new investments. When 
the prospect of profit is good, the prices of these things rise; when 
the prospects are bad, their prices fall. Hence their prices are 
close!/ connected with those alternations of activity and depres- 
sion, of good times and bad times, which are among the most puz- 
zling of economic phenomena. It is true that their market price 
is settled by the amount which the last purchaser — the least 
eager of the buyers — is willing to pay. And in the end, mo 
doubt, what that purchaser is willing to pay depends on what 
he can get in turn for the consumable goods made with the aid 
of the capital goods. But the chain of connection is a very long 
and irregular one, and the market price is universally affected by 
current expectations as to investment activity. It would be ab- 
surd to apply to these articles any strict principle of marginal 
vendibility. That principle, like others in economics, works out 
its results only in the long run, and with all sorts of qualifications 
and complications. 

§ 7. Retail prices might be expected to illustrate most clearly 
the play of marginal vendibility; for here enjoyable goods are 
sold to their consumers, and the utilities from them are nearest 
realization. Yet in fact retail prices seem less subject to the 
working of supply and demand than wholesale prices. 

I Retail prices are governed proximately by custoi^^ People 
pay the traditional or going price^ Even the amounts which 
they purchase appear to be governed by custom; they buy the 
quantities which they are in the habit of consuming.} And the 
retail prices which establish themselves as customary seem to 
be governed by wholesale prices. The retail dealers charge 
more when there is a considerable and apparently definitive 
rise in wholesale prices; and competition among themselves 
causes them to charge less when there is a considerable and lasting 
fall. No doubt, the accommodation of retail to wholesale prices 
is slow. I When wholesale prices rise, shopkeepers hesitate to 
ask more, partly because each one fears that his rival may entice 
a customer away by keeping to the old price for a while. Con- 
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versely when wholesale prices fall, no shopkeeper willingly gives 
his customer the benefit of the change ; he waits until some com- 
petitor precipitates it. ' But the two sets of prices in the end move 
together. Tho retail prices are governed proximately by cus- 
tom, they seem in the end to follow wholesale prices. * 

But all this is in appearance only. The consumption of every 
commodity is affected by its price. A rise in price checks pur- 
chasers, a fall in price stimulates them. Tho it would appear 
that people continue to buy simply what they are used to buy- 
ing, this is true only of buyers who are above the margin — 
those who have been enjoying a consumer’s surplus. There are 
always some just on the margin, to whom at the ruling price the 
purchase is just worth while and who cease buying when the price 
goes up. And conversely, when price falls, there are always 
some additional purchases. How great the changes in consump- 
tion are with rising or falling price, depends on the elasticity of 
demand. But some degree of sensitiveness there always is. So 
certain is this, that the wholesale dealers reckon on it in advance, 
and at once accommodate the current prices in the wholesale 
market. It is they who usually are best informed regarding the 
general situation. They know when a crop is short, or a new 
source of supply has been opened, or an invention is cheapening 
production and increasing the amount offered in the market. It 
is they, too, who can best observe when the habits of consumers 
are undergoing change and so are affecting the purchases of a com- 
modity. In case of an increase in demand, any one retailer may 
indeed notice that his customers are buying more than before; 
but this may seem to him an isolated phenomenon. He simply 
orders more from his wholesale agent, and expects to sell more 
at the old price. But when orders from many retail dealers thus 
come in to many wholesalers, the market responds and price 
goes up. The retail dealer then charges more to his customers 
because he has paid the wholesaler more for his goods ; the real 
influence at work being that the customers, taken as a whole, 
want the goods more. Here, as in all the phenomena of value 
and price, the stocks held by dealers, whether retM or whole* 
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sale, have an effect in preventing abrupt changes, and sometimes 
obscure and delay the restoration of the equilibrium of supply 
and demand. In the end, however, that equilibrium, resting 
on the demand of the marginal purchaser and so on the principle 
of marginal vendibility, settles both wholesale and retail prices. 

In the earlier stages of industrial life, and even in many coun- 
tries which have attained a comparatively advanced stage, retail 
prices are fixed by a direct process of higgling between sellers and 
buyers. In the very earliest and most primitive stages, when 
exchanges are few and sporadic, higgling plays a very important 
part. There is then nothing in the nature of a market price 
or customary price; and the astuteness of the bargainers, the 
needs and whims of the moment, even the possibility of physical 
force, affect the terms of exchange. As the division of labor is 
extended farther, and continuous exchange and sale develop, 
something like a market price establishes itself. That market 
price is likely soon to become a customary price, representing, 
roughly an equilibrium of current demand and supply ; but, 
tho customary, it is likely also to be subject to bargaining, and 
to vary more or less from the customary rate. 

In the highly developed countries of modern times, bargaining 
in retail dealings has been almost entirely discarded. The dealer 
sets a price at which he will sell, and at that price the purchaser 
may take the article or leave it. The tacit understanding is 
that the price so fixed shall be the current or market price, and 
that it shall be the same for all customers at the shop. The 
practise of fixed prices saves a vast amount of time and friction. 
The purchaser need not be on the watch to discover what other 
dealers are asking, and what is the going price ; while, if he is not 
a marginal purchaser, but is enjoying some consumer’s surplus, 
he need not be on his guard lest the dealer take advantage of his 
potential demand. The ease of everyday purchases and the 
efficiency of labor in retail operations are immensely promoted. 
Retailing on a large scale, conducive as it is to economy of labor, 
would be impossible without the practise of fixed prices. In 
many parts of the continent of Europe it has not been fully adopted. 



10-§§S, 9] MARKET VALUE, DEMAND SUPPLY 163 

There the retail dealer still asks, not the price which he will take 
once for all, but a price which he hopes to get from the individual 
purchaser, and which he is prepared to lower if the purchaser 
bargains shrewdly. The result is friction, waste of time, and 
inefficiency. 

§ 8. Irhe current market rate is what people usually have in 
mind when they speak of a ^'fair'^ price. \ This is what the retail 
dealer is expected to charge as his fixed sum. If he asks a higher 
price than is usually asked at the time by other dealers for the 
same thing ~ still more, if he asks a higher price from one pur- 
chaser than from another ~ he is said to be charging unreason- 
ably, or overreaching, or even cheating; and he is likely to lose 
his custom. There is often a similar attitude in regard to whole- 
sale prices. i Many large dealings in the wholesale market are 
concluded, in the great civilized communities, on the principle 
of fixed prices. A manufacturer or merchant in search of a given 
article orders what he wants from an agent or correspondent 
of established reputation, with the understanding that a fair 
price — that is, the ruling market price — will be charged. / Here, 
as in retail dealings, confidence in honesty and acceptance of prices 
as they stand conduce to the easy dispatch of business. Under- 
lying all, however, is bargaining somewhere — a more or Jess 
overt adjustment of price to supply and demand. What is a [ 
fair price in the fundamental sense — what is the really just 
price at which goods shall be sold — are questions much more 
difficult than is supposed by most persons who use the phrases. I 
Indeed, few .who talk of fair and unfair prices are conscious of J 
the problems involved. They are problems not of exchange, I 
but of distribution, and therefore taken up at a later stage of the | 

§ 9. The discussion thruout the preceding pages has proceeded | 
on the assumption that utility to the buyer is the only aspect f 
of utility that needs consideration. The seller is supposed to f 
put his wares on the market once for all, and to dispose of them, [ 
sooner or later, on such terms as their utility to buyers makes ( 
possible^ But may not utility to sellers also affect price, by i 
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affecting supply? May not part of tHe supply be withdrawn 
by the sellers^ for their own use? Would not the extent of this 
withdrawal depend on the price, and so introduce a further com- 
plication in the theory of market value? 

It is entirely conceivable that utility to sellers should thus 
affect price. In the case of the five oranges, supposed above, it 
is conceivable that the holder of them might consider the pos- 
sibility of enjoying one himself, and would be led to do so more 
and more as the price descended. At fi^ty cents he would readily 
part with one of his oranges, but at five cents he might conclude 
to eat one, and so withdraw part of the supply. And if we sup- 
pose, not one seller with a few oranges, but many sellers with 
many oranges, and suppose that among these sellers there is a 
eonsiderable possibility of withdrawals for consumption, we have 
a new problem, more complicated than that of sales based on 
utility to buyers only, A great deal of intellectual ability has 
been given by economic writers to the analysis of this problem 
and to the careful statement of the terms of exchange that would 
result under various hypothetical conditions. 

But almost all this subtle analysis is in the air- Under a de- 
veloped division of labor, utility to sellers does not affect value. 
Men produce with no reference to their own consumption. They 
produce for the market. The supplies in their hands of the 
things made by them are so great that the importance to them 
of any unit is niL They throw their product on the market 
without reserve. No doubt, if that product were very great 
indeed — such as to make the marginal utility to purchasers 
almost ml “the sellers might stop to consider whether they 
could not use some fraction of it themselves. Farmers may 
consume more apples when a very heavy crop causes apples (on 
the trees) to be nearly valueless. But any supply created by effort 
and with a view to sale is rarely so far increased that price sinks 
near zero ; and where by mischance price is very greatly lowered, 
the effect of utilization by the makers (sellers) is so slight as to 
be negligible. : In the ordinary case, virtually the whole supply 
is offered: far all on the market. 
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The case would be different if supplies got into people^s hands 
without reference to sale and disposal from the start. If they 
were rained down from heaven^ in small amounts, prices would be 
affected by utility to sellers quite as much as by utility to buyers. 
We may imagine that, in early times, before division of labor 
and exchange had developed far, sporadic exchanges took place 
under these apparently simple tho really complex conditions. 
But they must have taken place either with very vague con- 
sciousness of utility, or under the influence of customs which 
greatly affected the actual terms of exchange. Ingenious hedon- 
istic calculations probably throw little light on what happens in 
the stray exchanges of barbarians. 

There are, however, in the modern world occasional cases 
where exchange is affected by utility to sellers. When a fine old 
picture or a family heirloom is put on the market, its price may 
depend much on the attachment which the owner feels for it. 
Articles of this sort, of sporadic and limited supply, are in any 
case largely indeterminate in value; since buyers are few and 
demand is discontinuous. Their price may be made still more 
indeterminate by the fact that the seller (or sellers) may set 
store by the few specimens. The same is true, tho in very much 
less degree, of dwellings adapted to individual tastes. The or- 
dinary house, planned like many others of its class, comes on 
the market on nearly the same terms as other goods of homo- 
geneous supply. But an odd house, built to suit the owner^s 
idiosyncrasies of taste, stands more or less by itself. Its selling 
price may depend not only on the going price for houses of this 
range of desirability as estimated in the general market (that 
is, as estimated by buyers), but also on the attachment which 
the owner has for this particular one* 
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Section 1. The ftmdamental effect of speculation is to mitigate fluctuations, 
156 — Sec. 2. Dealing in futures lessens price fluctuations, 158'^ 
Sec. 3. Exchanges ; standardizing, 160 — -Sec. 4 The evils of specula- 
tion: gambling; unproductive labor, 162 — Sec. 5. The evils of stock 
exchange speculation, 164. 

§1. The phenomena of speculation connect themselves with 
the settlement of market prices. Something more may now be 
said on the good and ill of speculative dealings. 

The term ^^spe€ulation^^ is used in various senses. Often it 
implies the buying and selling of things by a person whose main 
business in life is different — dabbling in the market by out- 
siders/^ (But as often it implies buying and selling by persons 
who expect to make their living or their fortune by dealing in one 
commodity or in certain sets of commodities — persons who are 
'^professional speculators/^ |These are sometimes distinguished 
again from "legitimated^ dealers, such as the wheat merchant or 
the cotton factor, who buy and sell a commodity year in and year 
out, and are permanent middlemen for those who have it to sell 
and those who wish to buy it. Between these various sorts of 
persons there are insensible gradations. All their operations 
have effect in determining market price; and all are more or 
less in the nature of speculative dealings. 

I^The fundamental effect of speculation is to promote the estab- 
lishment of the equilibrium of supply and demand. It tends 
to make daily market prices conform to the seasonal market 
price, and to make the seasonal market price such that the whole 
seasonal supply is disposed of. | Those who are skillful and pains- 
taking in estimating the seasonal supply, and are shrewd and 
e3q)erienced jn foreseeing the effect of a given supply on price, 
are the persons who are likely to make money in speculation. 



IH 1] SPECULATION 157 

They buy when others offer at a price lower than the facts of 
the market warrant; they sell when others bid a price higher 
than the facts warrant. The more the dealings of the market 
are confined to buying and selling between such shrewd and 
experienced dealers, the more likely is it that the seasonal price 
will be quickly and smoothly reached, and the less will be the f 
fluctuations in price. With the inevitable uncertainties as to 
the amounts of the forthcoming supplies and the conditions of 
consumption and demand, there will always be differences of I 
judgment between even the most expert dealers. There will 
be fluctuations in price, some ups and downs, some unexpected 
gains and losses ^ — /^speculative’^ profits or losses. But the 
general effect of speculation is to lessen fluctuations and promote 
the smooth course of exchange and consumption. 

This lessening of fluctuations is advantageous alike to the 
ultimate consumers, and to those manufacturers who in busi- ji 
ness parlance are often spoken of as the consumers” of a raw [ 
material. For the ultimate consumers, say of wheat, the early 
and exact adjustment of price brings more even utilization of 
the available supply. . If the crop be short, some lessening of 
consumption is inevitable; and it is better that the deficit be 
spread thru the season. The sooner and the more exactly the 
higher price is reached, the more likely is this result. Con- i 
versely, a large crop is better sold at a low price thruout the 
season than at prices ranging from high to low as the season 
progresses. 

The good effect of speculation in this direction has been illus- f 
trated from the experiences of older days, when wide fluctua- ; 
tions in the price of food were common. Under modern condi- ^ 
tions, with great areas of supply brought into competition by ; 
railways and steamships, abrupt changes in the supply of most i 
foodstuffs and raw materials are rare. A poor crop in one country. ; 
or section is likely to be offset by a good crop elsewhere. The ? 
seasonal supplies do indeed change, and prices go up and down | 
under their influence ; but the variations are seldorij great. But j 
und^ such conditions as existed under the limited geographical r 
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division of labor before the eigbteentb century, great fluctua- 
tions were common. Then tbe area from wbicb any district or 
city got its food and materials was strictly limited. A crop 
deficiency meant a short supply, and necessitated the adjust- 
ment of consumption to that short supply. The dealers or specu- 
lators or forestallers who secured the supply and at once 
demanded high prices for it, brought about the inevitable ad- 
justment and caused a more even utilization of the stock in 
hand. All this was reasoned out by some of the older writers 
on economics, and led them to a warm defense of speculators 
and to a condemnation of laws aimed against speculation. Very 
likely their defense of spectilation was carried too far. The process 
of buying from the farmers did not necessarily take place under 
active competition by the dealers or speculators, nor did that of 
selling to the consumers; and the gains of the speculators were 
enhanced by the ignorance or heedlessness of both farmers and 
consumers, and might easily be thought larger than could seem 
reasonable. We know very little of the details of what took place 
in these early days, and are prone to project into them ideas or 
conclusions based on our own experiences. But none the less it is 
probable that even in those times the influence of speculation 
was in the main to lessen fluctuations and promote the expedient 
rate of consumption. It is certain that this is its tendency under 
the modern conditions of wide markets, full information, active 
competition. 

The development of cold storage in recent times has led to 
precisely this sort of equalized distribution of supply under the 
influence of dealings that are essentially speculative. Fruit, 
meat, fish, eggs, no longer come on the market in spasmodic 
and irregular amounts. Supplies that are heavy at one time 
are bought by dealers, put in storage, and held for sale at a 
later period of scantier supply. Prices are more equable, and 
on the whole the profits of dealers are probably less. There is 
less risk to them, and the community gets its supplies at a smaller 
charg^for th^ services as middlemen. 

§ 2| The process of lessening fluctuations and distributing 
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risks is promoted by the practise of dealing in ^'futures — a 
practise with which the term " speculation is especially asso- 
ciated. |Croods are bought and sold not only for immediate 
delivery, but for future delivery as well. The person — say 
the dealer — who undertakes to deliver in the future a certain 
quantity of wheat at a certain price may not have in his posses- 
sion the goods he sells; indeed, in the common course of such 
dealings in the modern markets, he usually does not have them. 
He gauges the probabilities of the future, and undertakes delivery 
on the terms which those probabilities suggest. Virtually, he 
guarantees a certain price for the future, and takes his chances as 
to whether the guarantee will bring him gain or loss. The buyer is 
then relieved of the risk. The advantage of this security is easily 
seen. The miller, for example, may wish to close a contract for 
the sale of flour in the future. By securing the needed wheat at a 
guaranteed price, he is freed from all the risk of ups and downs, 
and can give his undivided attention to his proper business of 
manufacturing flourd 

Hence it has happened, since the establishment of exchanges 
and the development of their varied operations, that millers 
carry on their business with a much smaller margin of profit ' 
than formerly. The difference in price, weight for weight, be- j 
tween wheat and flour, is much less than it was thirty or forty .j 
years ago, and the public gains in so far. Yfhen, for example, [ 
the flour-milling industry was first established at Minneapolis 
— where the falls of the Mississippi supplied power for grind- J 
ing the wheat of a region singularly adapted to its growth — ' 
the possibility of profit for the miller was great. But he then , 
underwent also the chances of loss from fluctuation in the price 

if he is not contracting for the future sale of flour at a given price, but f 
is simply manufacturing continuously for the market, he can escape by this same j 
mechanism from the risk of fluctuations in the price of wheat. When he buys ^ 
a given quantity of wheat to be ground into flour, he can sell for future delivery ■ 
the same quantity of wheat. Thereafter, as wheat goes up or down, he loses ‘ 
as much by the one of these transactions as he gains by the other. The fluctua- 
tions no longer trouble him. This is the common practise among conservative **1; 
iniUers. Cotton manufacturers also are getting more and more ii^to the practise of | 
thus ^‘hedging” in their purchases of raw cotton, f. 
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of wheat. As the exchanges developedi and with them the prac- 
tise of dealing for future delivery, he was able to free himself 
from these chances. The consequent regularity and solidity 
of the industry contributed to its systematic development on a 
great scale and so to the cheapening of flour. Inventions and im- 
provements no doubt contributed greatly; but the elimination 
of market risks nad an important share in reducing the difference 
between the price of wheat and the price of flour. Both in mer- 
chandking and in manufacturing, the growth of large-scale trans- 
actions, tho it has increased the gains of those individuals who 
have the ability to carry on large operations, has lessened the 
margin between buying price and selling price, and so has operated 
to lower prices for the consuming public. 

The dealer or speculator who has sold for future delivery does 
not usually run all the risks of the transaction himself. He is 
likely before long to buy from another dealer, for future delivery, 
some part of w'hat he has contracted to deliver, perhaps the 
whole ; that other dealer, in turn, shifts part of the business to a 
third; and on. The process of gauging the course of the market 
fluctuations is hardly ever carried thru the whole of a season 
by one person for any one transaction. The dealers constantly 
buy and sell among themselves, and divide risks and profits and 
losses.'v. It is extremely rare, consequently, that any one dealer 
or any bne person buys at the lowest price of a season and sells 
at the highest price, making the utmost possible gain; or that any 
one buys at the highest and sells at the lowest price, incurring 
the maximum loss. Every dealer has losses as well as gains. On 
the whole, if he is shrewd and experienced, he gains more than 
he loses. He may lose money in one season, but he will make 
money in another, and in the long run he will earn something in 
the nature of a professional income. If he is gifted with unusual 
ability for such operations, he may make gains almost invariably, 
reap great profits from large transactions, and dose his career 
with a fortune, 

; § 3. Wheij^ commodities are produced on a large scale for 

dtot and f» scattered pnrdtesers, and middlemen 
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become necessary links in the division of labor, it is inevitable 
that the middlemen should arrange to be near each other for the 
convenient disposal of their business. A street corner may serve 
as a meeting place. Traders in one commodity will settle near 
each other in a given street; hence in every great city there are 
dry goods streets, hardware streets, boot and shoe and leather 
streets, and so on. When, in a populous and thriving country, 
commodities are produced in large quantities and are necessarily 
dealt in by many persons, an exchange is set up — 'a room or 
building where the traders meet at fixed horns. Eules are agreed 
on, governing and interpreting their transactions in such detail 
that enormous sales are effected by a nod of the head and are 
recorded on scraps of paper with a few figures and initials. The 
actual dealings on exchanges are often done by brokers only, who 
are middlemen for the middlemen. They act simply as agents, 
earn their living by a commission (usually at a rate extraordinarily 
small) on sales and purchases, and buy or sell for any one who 
chooses to transact business thru them. 

The smooth dispatch of business on exchanges is further assisted 
by the “s^da-r^zipg” of the articles dealt in; that is, by ^a^ng 
and dassifymg them accordmg to quality. This process puts 
an end to all disputes regarding the quality of the things con- ; 
tracted for. Thus grain is examined as it reaches the Chicago 
market by publicly appointed inspectors, and is graded as being ^ 
No. 1, No. 2, No. 3. Thereafter, when a purchaser has his wheat ? 
delivered to him, neither he nor his vendor need inquire further f 
whether it is of the stipulated quality. Delivery of elevator | 
receipts, certifying the grade, satisfies all contracts. Any article I 
that is homogeneous in quality, or is easUy classified into dis- I 
tinct grades, can thus be dealt in with the minimum of friction, j; 
Grain is the typical commodity of this sort. Cotton is similar S 
to it, thru its evenness of quality. Wool, which varies remark- | 
ably, is much less susceptible of rapid speculative purchase and | 
sale. Attempts have been made to standardize iron, and in | 
England a system of semi-official grading exists unde? which large i 
traimetions in it are carried on; but in the United States and on | 
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the Continent this mode of dealing in iron has never come into 
considerable use. 

§ 4. Against the advantages which professional speculative 
.dealings bring are to be set serious evils. These evils are made 
possible and are enhanced by the very facilities which enable 
speculation to work out its good elf ects. 

When once a commodity has been standardized, a new possi- 
bility opens; anybody and everybody can deal in it. Ordi- 
narily he who buys an article must know something about it. 
He must be able to judge whether what is offered to him is good 
or bad in quality, worth more or less. But on an exchange where 
commodities are officially graded, no such questions arise. Only 
price, present and future, need be considered. Any one can buy 
if he thinks the present price low or sell if he thinks it high. 
Such buying and selling are done on an enormous scale by large 
numbers of persons who do not possess or wish to possess the 
articles they buy or sell, and whose only concern is to make a 
profit by taking advantage of fluctuations in prices. They 
virtually bet on the future price of the commodities, and gamble 
about it as men gamble on cards or on horse races. In formTEeir 
dealings are like any others on the exchange. The brokers re- 
ceive from these outsiders orders to buy and sell, and by the 
rules of the exchange are held responsible for delivery at the 
stipulated time. They hold their customers in turn to this 
same responsibility. But, tho thus in form like any other deal- 
ings, on the better-known exchanges~the cotton and grain ex- 
changes, for example — the immense majority of the trans- 
actions have in view no bona fide business. The machinery 
which has been devised for the easy and rapid transaction of 
business is utilized for gambling on a large scale. 

Here we have an example of unproductive labor. Of course, 
dealers, middlemen, brokers, are useful, and their labor is pro- 
ductive, so far as they serve to facilitate exchanges under an 
elaborate division of labor. Just how much labor can be use- 
fully given te this sort of work, it would be difficult to say. If 
the only persons engaged in the transactions were merchants 
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and dealers wlio systematically and continuously gave their time 
and effort to it, their number would adjust itself automatically 
to the work required — much as the number of carpenters or 
physicians adjusts itself to actual needs. But where there is 
“illegitimate” speculation on a great scale, the number of brokers 
and dealers accommodates itself to this new demand for their 
services. Not only the labor of the speculators, but that of 
their agents, is unproductive; it adds nothing to the output 
of society. In no country is there so much of this parasitic activity 
as in the United States, for here all the conditions favorable to it 
are found — a highly developed division of labor, markets and 
exchanges on a great scale, and a population both venturesome 
and prosperous. “Business” to many an American means simply 
speculative gambling. 

Unquestionably, the “outside” speculators, or the “public,” 
like all amateur gamblers, are losers as a class ; and most of them • 
are in the long run losers individually. The shrewd and expe- 
rienced professional dealers know better than they the probable j 
course of prices, sell to them and buy from them to advantage, • 
and on the whole make money from them. Occasionally an } 
able or lucky person makes a hit, and carries off a large share f 
of plunder from a successful operation on the exchange. This i 
then acts on the imagination of others like a great prize won in I 
a lottery. The chances that the speculative public will lose j; 
are almost as great as the chances that the purchasers of lottery i 
tickets as a whole will lose : they amount virtually to a certainty, i 

Unmistakable as are the evils of speculative gambling, it is | 
exceedingly difficult to check them by legislation, still more to I 
put an end to them. The comipon law already makes void trans- - 
actions which are sales in form merely, and which contemplate J 
a settlement only of the difference between present and future J 
price.. But on the exchanges all transactions purport to be for I 
the actual delivery of the commodities, and in strict legal effect 
are so. An obvious remedial measure is to prohibit buying and 
selling for future delivery, since it is in connecti<jn with such ! 
contracts that the gambling operations most often take place, : 
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But this would put an end also to the benefits which the com- 
munity gets from contracts for futures; and it is a question 
whether the loss would not outweigh the gain. The common 
opinion of American and English economists is against the pro- 
hibition of future contracts, which, so far as grain is concerned, 
hah been put into effect in Germany. Yet the evils of speculative 
gambling are so great that something may be risked for the pur- 
pose of lessening them. Lotteries and avowed gambling houses 
have been prohibited, and the law does its utmost to prevent 
organized betting on horse races ; and all it can do to stamp out 
other forms of gambling is welcome. No doubt, the most effec’ 
tive remedy would be a better moral standard for all industry, 
and an aroused public opinion against all kinds of gambling. But 
the worship of we^th, and the well-nigh universal desire to make 
money on easy terms, even tho at the expense of others, together 
with the close association of this sort of speculation with busi- 
ness dealing rightly deemed legitimate, render it difficult to bring 
public opinion to bear. \ 

§ 5. What has been said in the preceding sections applies in 
the main to stock exchange speculation also; but the problems 
appear here in accentuated form. Here, too, advantages are to be 
set against evils. The advantages, it is true, are of a different 
sort from those secured by grain and cotton exchanges. They 
arise, not from the lessening of fluctuations or the facilitation of 
large-scale dealings, but from the promotion of investment.^ 
They are real and important. But the evils are no less real, and 
are intensified by the unusual ease of entering on the transactions. 
Stock exchange securities are ideally homogeneous and standard- 
ized, One share of ^ given: corporation's stock is precisely as 
good as any other share. If it is easy for any one to buy grain 
or cotton, even tho he has never looked at the articles, it is 
still easier for any one to buy stocks and bonds, even tho he 
knows nothing about the corporation that issues them. At the 
same time, fluctuations in the prices of securities are large and 
frequent. Qpinion regarding their probable course depends (or 

1 See Chapter 6, 
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seems to depend) quite as mucL on general judgment and general 
prospects as on expert information. Hence rampant speculation, 
by outsiders and insiders. Here, as in the case of commodity 
speculation, the public loses in tlie immense majority of trans- 
actions, The professional speculators and dealers get the ad- 
vantage of the miscellaneous public, both because they are better 
informed regarding the real prospects of the enterprises whose 
securities are dealt in, and because they are (by a process of quasi- 
natural selection) persons shrewd in judging human nature and 
quick to take advantage of the irresolute. Yet notwithstand- 
ing the constant losses, there is an unfailing stream of persons 
who take fliers on the stock exchanges. There are probably 
few Americans of the well-to-do classes who have not at one time 
or another tried their hands at a stock speculation,* and there 
are a great many who habitually gamble in stocks. The im- 
mense majority of these dealings are concentrated at the New 
York Stock Exchange, which is at once the greatest institution 
in the world for facilitating investment and the greatest of gam- 
bling bells. i 

The evil from the situation arises not only or chiefly from the 
losses of the unsuccessful speculators. What these lose, others 
gain, and usually there is not much to choose between winners 
and losers. .'Hie economic loss arises primarily from the waste 
of much brains and energy on unproductive doings. The waste 
is more than that of the labor given directly, the labor of the 
brokers and their under-strappers and of the speculators them- 
selves. It is increased by the demoralization of many men in 
the community who take no great direct share in speculation. 
Like all gambling, it distracts from the sober, continuous work 
on which the common welfare rests. Morally it is no less haa*m- 
ful. In every aspect the evil is one of the greatest in contem- 
porary society. 

It must be frankly confessed that no really promising remedies 
have been suggested. Some excrescences have been aimed at 
in proposals for reform in New York — proposals^ which look 
to improvement thru the revision and enforcement of the rules 
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made by the exchanges for themselves. Such things as rigging 
of the market, "wash sales/^ manipulation of prices with intent 
to deceive, are to be thus prevented. But even if all of these 
tricks were cut out, the main evil would remain. In Germany 
a more drastic remedy was tried — the requirement of publicity 
in stock dealings, thru enrollment of names and transactions 
on a register open to general inspection. It was expected that 
men would refrain from stock gambling, as they will from many 
doings of doubtful aspect, if they must be seen in the act. Such 
a requirement would be met in the United States by the objec- 
tion that it intrudes on the sacrosanct secrecy of business, an 
objection commonly brought against public supervision of every 
sort, yet in itself of little weight. Much more serious is the objec- 
tion that in Germany the regulation in fact had little effect : stock 
speculation remained much the same in character and amount. 
Possibly this is because of the difficulty of effective enforcement. 
At all events, tho the evil is there, no clear remedy of a direct sort is 
in sight. Greater regularity of all industry would lessen fluctu- 
ation in values, and so lessen speculation; but this could hardly 
be attained except at the cost of progress. Better public opinion 
would lessen ^^outside^^ speculation ; but the enlightenment of public 
opinion proceeds very slowly. 



CHAPTER 12 

Value under Constant Cost 

Section 1. The simplest case first assumed: a supply absolutely fiesdble, 
free competition, constant cost. Value then determined by cost, 167 — 
Sec. 2. Illustration by diagram, 170 — Sec. 3. The proposition points 
to a tendency or approximation only; to what happens in a /‘static/^ 
not in a ‘^dynamic,” state, 171 — Sec. 4. Some explanations and quali- 
fications. Flexibility in supply never perfect, often much impeded. 
Changes in demand from fashion. How far free competition holds. 
Good will. A small surplus above cost price may mean large profits, 173. 

§ 1; In the preceding chapter, the adjustment of value was 
considered under the supposition that supply was fixed; fixed, 
not indeed for the day or the week, nor rigidly over any length of 
time, but fixed on the whole for the season or the period of pro- 
duction. But even for the agricultural commodities whose pro- 
duction is seasonal, there is variation in supply over a series of 
seasons. Eor other commodities there is clearly a considerable 
and sometimes rapid flexibility in supply. The amount pro- 
duced and put on the market changes more or less easily. In 
what way do the variations in supply take place, and in what 
way do they affect the value of commodities ? 

We may begin by taking the simplest case, and, for the purpose 
of bringing into sharp relief a principle, make again an extreme 
supposition. In the preceding discussion of demand and supply ; 
and of market value, an absolutely fixed supply was assumed at ; 
the outset. Let now the other extreme be assumed, a supply i; 
absolutely flexible. Suppose a commodity produced, under the 
simplest conditions, by a large number of persons. Suppose t 
that all these persons are competing with each other; that any ! 
one of them can easily engage in producing the commodity and [ 
as easily withdraw from producing it. Suppose all to be carry- * 
ing on operations under the same conditions, no ene of them i 
producing more cheaply than another. Such a commodity 
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would be brought to market under conditions of constant cost, 
and would be sold at a price conforming to that cost,^ At any 
moment its value would indeed be determined directly by its 
quantity ~ that is, by marginal vendibility as analyzed in the last 
three chapters. But if its value, so determined, Were greater 
than its cost, more persons would be led to engage in its pro- 
duction, supply would increase, and value would fall. If its value 
at any time were less than its cost, some persons would with- 
draw from its production, supply would decrease, and value 
would rise. The greater the ease of entering on the industry 
and of withdrawing from it, the more rapid and certain would be 
the adjustment of supply to that amount which would just sell at 
cost price. If perfect flexibility in supply be assumed, the ad- 
justment of value to cost would be perfect, and the article would 
always sell for just what it cost to produce it. ■ 

Before proceeding further, a word of explanation, and in some 
ways of warning, is needed, as to the sense in which cost of pro- 
duction is here spoken of. The term is used in very nearly the 
ordinary commercial sense; it refers to the outlays which an 
employing capitalist must make in order to get a commodity to 
market. Chief among those is the outlay for the wages. Charges 
for material are another item. These charges, it is true, com- 
monly imply that another capitalist has previously paid laborers 
to make the material^ which then have been sold to the particular 
employer in question; hence the latter may be said to have in- 
directly hired these other laborers also. Not only the wages paid 
to workmen, directly or indirectly, must be included, but a reason- 
able remuneration for the employer's own time and trouble./ This 
remuneration, like that of the workmen employed, is to be reck- 
oned according to current market standards — what a workman 
or an employer of this kind would ordinarily receive for his labor. 
Again, interest on the capital used is to be included, reckoned 
also according to the current market rate. If the employer 
borrows the capital, he must pay the current rate of interest 

^ By cost^‘ is meant not only that cost is uniform, but that it remai b? 

-the same -whether the total output be larger or smaller. 
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on it. If he owns his capital, lie considers that he could get a 
return on it at that rate by lending it out to some one else; and 
he regards interest on his own capital precisely as he regards 
remuneration for his own labor — something for which a return 
at the usual rate is to be expected. It will be noticed that^rent 
paid for land is not included in this enumeratipni altho a business 
man would include it in his reckoning of cost. The reasons for 
this omission will be made plain when the subject of rent comes 
up for consideration. 

These various outlays, or equivalents of outlay, are sometimes 
spoken of as "expenses of production/’^ some- 

times used by way of distinction from "cost of production/’ 
emphasis being thus laid on the fact that the employing capitalist 
is concerned solely with what he pays for labor, for materials/ for 
the use of free or fixed capital. When on the other hand the term 
" cost of production ” is used with the design of pointing to a dis- 
tinction from "expenses of production/’ reference is made to the 
sacrifices undergone; to the labor of the hired workman, and not 
to Ms wages ; to the trouble, anxiety, and work of superintendence 
of the employer, not to his profits or ordinary gains ; to the previous 
saving by which the capital has been accumulated, not to the 
interest on that capital. As will be seen at a later stage, some of 
the most important and difficult problems of economics connect 
themselves with the distinction between cost of production in 
the sense of labor and sacrifice, and expenses of production in the 
sense of outlays/ Tor the present, however, we need not do more 
than point out the distinction, in order to make clear in what 
sense we are speaking of cost. We mean by it not cost in the 
sense of labor and sacrifice, but expenses of production — outlays 
of a capitalist. If we should think of a workman, or set of work- 
men, producing independently and without being hired by em-- 
ployers, we should reckon their "cost of production” for the 
purposes of the present discussion, not in terms of hours or days " 
of work (i,a. sacrifice), but in terms of the wages they would ordi- 
narily get for their work. 


* See Chapter 48. 


170 


VALUE AITD exchange 


tl 2-§2 


.1 1 wniild be adjusted under the 

I 2. The mode in 'L^lbsolutelv flexible supply is m- 

conditions of constant ws c d Is f 

dicatedonlugureo. ^tal axis OX to the me SS- 

SO, the distance commodity produced, tnat cos' 

matcYcr the a3nov.n. i^^ouglit to market; whether the 

^Tuains the cost jmr unit is the same. .^!^ 

quantity he Oi, OB, >_ supply, runs parallel m 01. 

SS', indicating the conditions p^e- 

Let the line I >0 mdicat 'uantity becomes greater, price 

Yious diagrams. Tt descen s consequent lessening 

falling .dth the mcrease m ,1,,, sett b 

of vendibility, supply supply lines would 

at the amount 01? or S equilibrium at the 

intersect at th<^ \ ^ y r===S0b If supply should 

quantity OB and rnifrht rise temporarily to AA , A 

diminish to OA, the price intersects the demand 

being *= I”“.“*/2bmty of 4e Jlminiiihed supply would be 

Sed " “ 


i2-§ 3] YAim mjym const^int cost in 

price. But that Mgher price would lead, under the conditions 
of constant cost, to a prompt increase in supply. Producers 
would be getting more than sufficed to induce them to bring the 
commodity to market. They would compete with each other, 
increase supply, and so bring down price. If the supply should 
be increased, not only to JS, but to C, the total being then OC, 
they would overreach themselves. Per the amount the 
price would be the point of intersection with the demand 
line being then C'. This sum (00^) is less than cost ; some pro- 
ducers would promptly withdraw; supply would again dimin- 
ish. For the quantity 05, the price is just sufficient to make 
production worth while to all, and at that amount the supply 
would settle. 

If now for any reason demand should increase, quantity would 
so increase as still to leave price at the same point. Suppose a 
change in fashion, or other cause leading to an increased demand. 
This is represented by a shifting of the demand line to the right. 
It is now whereas before it was DjO ■; at each several price, 
more of the commodity is demanded than was demanded before 
at that price, and the marginal vendibility ot any given supply 
is greater than it was before. With the supply OB, the price 
under these new conditions of demand would be not BB\ but 
BB^d — ► higher than cost. Supply would again increase, until 
the total supply was OX. Then the demand line would be inter- 
sected at the point jS and price would be XE=^BB\ A new 
equilibrium would be established, not with a change in price, 
but with a change in quantity supplied. .■ 

iUnder the conditions of constant cost and free competition, 1 
demand or marginal vendibility determine not price, but quantity ? 
supplied. The proximate condition determining value is indeed f 
always marginal vendibility. Where supply is fixed, price is? 
settled once for all by marginal vendibility. But where cost is con- i 
stant and supply is completely fl^exible, price cannot depart far 
from the level fixed by cost) The supply on the market will 
be such as can be disposed of at the cost price. ^ 

§ 3. The assumptions made at tlie beginning of this chapter * 



VALUE AND EXCHANGE 


[l2-§3 


.172 ^ ■ 

constant cost, flexible supply, free competition — axe never, k a 
literal sense, in conformity with the facts of industry. There 
“ L c,» tte» coBaiom .re fulfllW. None 

the less, there is a wide range of industry in which an approxima- 
tion toirard their fulfillment is found, and in which the prmciple 
of value under constant cost esplains the broad facts. 

Cost is never exactly equal for.*all producers. In the previous 
deposition, such equality has been assumed. ^The fact that a 
general change in cost may_ take place, affecting all producers, 
does not necessarily alter the application of the reasonmg. An 
invention or improvement may lower cost for all; the horizontal 
supply line on die diagram may be lowered; but the result is 
merely adjustment to a new level, not the introduction of a new 
set of conditions.'^^ If, however, the lowering of ^cost takes place 
not at the same time for all the producers, nor in equal degrees, 
we have a new prmciple and a different case production at 
varying cost. This is what in fact happens when inventions 
bring about a reduction in cost. (The change takes place by suc- 
cessive step'^. The more shrewd and enterprising of the com- 
petitors inta^duce the improvements first; others follow suit; 
gradually all adopt it. And by the time all have adopted one 
improvement, another may be introduced, and the same steps 
are again gone thru. If there be a succession of chmges-- and 
such are likely in the highly progressive modern industries — 
equality of cost never exists. There are always some producers 
who are turning out their goods at lower cost than others. 

None the less, over probably the greater part of the industrial 
field there is a tendency to equality of cost. \The differences 
in cost are not permanent; the process is simply one of gradual 
and irregular adjustment to the new level, instead of prompt 
and even adjustment's 

Some writers Lave stated the difference between actual con- 
didons and long-run tendencies, by distinguishing be^een a 
static and a dynamic state. In a static state competition has 
worked ou^: its full result, and unless there are permanent causes 
of variation, commodities of the class here considered are pro» 
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duced at a imifom cost and always sold at a price correspond- 
ing precisely to tbat cost. In a dynamie state, there is flux and 
change, variation in cost, oscillation of price. Yet the dynamic 
state tends to subside into the staticr Unless there be incessant 
reappearance of disturbing forces, the dynamic state will cease. 

The real problem is thus not whether price is in strict con- 
formity to a cost of production uniform for all competitors, but I 
whether there is rough approximation to this situation and a 
tendency toward its full attainment in a static state. And such I 
a tendency, to repeat, exists over a very large part, probably ! 
the larger part of the field of industry. A comparison has often 
been made to the tendency of the ocean to keep its level. Tides, 
currents, storms, cause disturbances, and it is never true in a 
literal sense that the level is maintained ; none the less, there 
is a normal level, and the actual height of the water tends to i 
conform to it. Or a comparison might be made to the tendency ;■ 
of the air to maintain a certain pressure. This pressure (measured ; 
by the barometer) is said to be 29.9 inches at sea level. In fact - 
it may be more or less, and rarely does the barometer stand pre- , 
clsely at the normal figure,"^ None the less, it oscillates about that 
figure, and tends to return to it. At any height above sea level, 
there will again be oscillations, with a different range and with a 
tendency to return to the new normal figure. 

§ 4, By way of illustration and explanation, some of the dis- 
turbing causes may be briefly considered. 

Most universal, perhaps, i§, Jack, of fieribility in supply. There ; 
never is complete ease of variation, such as to bring about the I 
steady accommodation of supply to the precise quantity which 
will sell at the cost price. Even under the simplest conditions I 
of handicraft production, there is no such flexibility. There is 
less as plant and machinery become more important and every i 
considerable change in output involves time and expense. Tho ; 
there is some flexibility in the output from an existing plant, i 
it does not go far. Any considerable increase in supply involves 
the making of new plant, and any considerable decrease involves 
the abandonment of some of the old. Changes of this sort. 
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kvolving a readjustment of the prelimiiiary investme not 
only take place sIo\¥ly, but are much affected by vague general 
sentiment. Business men, not much less than others, go with 
the crowd. When the belief gets abroad that such and such 
an industry is “ b * good tiling,^’ they flock into it with no very 
careful calculation. On the other hand, when affairs go ill, it 
is with reluctance that existing plants shut down. When the 
signs of increasing demand show themselves, new plants are 
at first constructed slowly and hesitatingly; then, at the later 
stages of a sustained increase, with uncalculating excess. Hence 
the oscillations of modern Industry, often affecting many trades at 
once, and bringing in their train industrial crises. 

The prices of things subject to rapid changes in demand are 
especially fluctuating, even tho they be produced under con- 
ditions approximating those of constant cost) Almost all textile 
goods that are used for outer garments are affected by the caprices 
of fashion. For textiles worn by women the changes in the de- 
mand are extraordinary. The stuff which Is for the moment in 
fashion cannot be turned out as fast as the women want it; while 
that which was in fasliion but a year ago can hardly be sold at 
any price. Amid such sharp changes in demand, supply cannot 
be easily accommodated, and the conformity of price to cost works 
itself out only as a rough sort of average. 

The conformity of price to cost depends, of course, on the 
free competition of producers. So far as there is combination 
pr monopoly, it does not work itself out. One of the most un- 
certain problems of modern industry is the extent of monopo- 
listic combination — ^combination so effective that there is no 
longer even an approximate determination of price by cost. 

/Large-scale production tends to limit the number of individual 
competitors, and facilitates monopoly conditions A But the 
change in tliis direction, striking as it has been in the last half 
century, has not gone so far as to displace competition over more 
than a limited range of industries.^ Over the greater part of 
the economic field competition is still in force, tho often irregularly 
‘ Chapter 4 ; and CSbapter 65. 
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and spasmodically, and the tendency is still for the prices of things 
to conform to their cost. 

An important obstacle to the play of competition sometimes 
arises from custom and good will ~ from brands, labels, trade- 
marks. Where producers and consumers are separated by a 
long chain of intermediaries, the consumers often look to some 
external and familiar mark in deciding which among competing 
products they will select. Hence the immense part played by 
advertising. It is a familiar saying in business circles that it 
pays to advertise a good article. Certainly it pays, and some- 
times pays enormously, to create and maintain good will He 
who has induced many people to get into the way of buying a 
particular brand may sell at a price higher than that of his com- 
petitors, or sell in greater volume and with more steadiness. 

No doubt this sort of advantage does not come by accident. 

It is slowly created by shrewdness, patience, persistence. The 
profitableness of a trade-mark is due at the outset to the business 
ability of some individual, and connects itself with questions, 
to be considered later, concerning the variations of gains among 
individual business men. In fact the whole problem of compe- f 
tition and cost is a fundamental one; it ramifies into all parts of 
economics ; and all its aspects must be taken up step by step as we 
proceed. 

Where production is on a large scale, a very slight difference [ 
in price, or change in price, may make a great difference in profit. 

In railway operations an extra twentieth of a cent in the charge [ 
per ton per mile may mean millions of dollars in revenue. In f 

sugar refining, an extra tenth of a cent per pound on refined sugar f 

means the difference between moderate gains and great gains. [ 
What is thus true of a difference in price, is of course true also f 
of a difference in expenses: he who saves a tenth or twentieth \ 
of a cent per unit of output is on the way to fortune. Many 
of the great dombinations which are supposed to make vast f 
monopoly profits, and which in fact make unusual profits, do so | 
by a very small margin.\ Price exceeds cost by onlj^ a fraction, i 
but profits exceed the normal amount by a large totall [ 
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Those staple articles which are used regularly from year to 
year in miieh the same quantities are sold at prices which are 
surprisingly close to constant tinifom) costs. So it is with 
flour, with the ordinary kinds of cotton cloths and of boots and 
shoes. Here are businesses of cents : a fraction more or less 
means the difference between profit and loss. An able business 
manager, quick to introduce all improvements, will be turning 
out his goods at a cost lower by only a trifle than that of his com- 
petitors; or, having succeeded in making a reputation for a par- 
ticular sort of shoe or a particular brand of cloth, he may get a 
price a trifle higher than others get By either slight differential 
advantage he will make large profits. Other things are com- 
monly sold with a wider “margin of profit” — ie. a wider dif- 
ference between expense per unit and selling price ~ because there 
is more risk, more irregularity, more balancing of possible losses 
against the expected rates of gain. 

All these things need to be taken into account when it is said 
that price is governed by cost of production — a proposition 
which, to repeat, holds good only as a statement of a tendency, 
of an approximation to what would happen in a “static” state. 



CHAPTER 13 

Value ajstx) Varying Costs. Diminishing Returns 

Section 1. The equilibrium of value where marginal vendibility and marginal 
cost balance. The simile of the scissors, 177 — Sec, 2. Permanent 
variations in cost aHect long-run value differently from temporary vana- 
tions, 180 — Sec. 3, Diminishing returns, 182 — Sec. 4. Permanent 
variations, or diminishing returns, appear most in the extractive indus- 
tries, 183. 

§1. Let US suppose now that the several producers who 
compete with each other in putting a given article on the mar- 
ket have not the same facilities; that for some of them the ex- 
penses of production are greater than for others. We need not 
concern ourselves for the present with the question why there 
are such differences. Let us assume them to exist, and consider 
what consequences follow. 
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The situation is illustrated by the diagram. The conditions 
of demand are again indicated by the descending line DD'. The 
conditions of supply are indicated by the rising line 88'. The 
varying distance from the horizontal axis OX to the line 88' 
measures the varying cost of different installments of the supply. 
Some producers -- those most favorably equipped — can put the 
commodity on the market at the comparatively low cost 08. 
Perhaps a certain moderate quantity can be so produced at con- 
stant cost. If the conditions of demand were such that only 
this moderate quantity were wanted at the constant cost price 
— if the demand curve were to intersect the supply curve some- 
where near S — the normal price would be 08. So far the case 
would be identical with that studied in the preceding chapter. 
But now the conditions of demand, as indicated by the line DD', 
are such that a much greater quantity is wanted at the price 
08 than can be furnished at that price. The supply put on the 
market increases, but as it increases, additional installments can 
no longer be produced at the cost 08. With the quantity OAt, 
for example, the cost of the last installment reaches riri'. As 
more is produced, cost stiU increases, indicated by the continuing 
ascent of the supply curve from A' to P'. At P' finally the de- 
mand curve is met. At the price BP' {—OP) the quantity OB 
can be disposed of. Equilibrixun is established; the quantity 
demanded equals the quantity supplied; and price settles at the 
amount BP'. 

The whole supply will be sold at the price OP {=BP ') ; and 
the selling value of the whole, i,e. the quantity multiplied by the 
price, will be indicated by the rectangle OPP’B. It is true that 
the more fortunate producers could sell the commodity to advan- 
tage at a less price. At the price 08 or AA' they would still 
find it worth while to bring it to market. But the total quantity 
which will meet the demand at an equilibrium price cannot be 
supplied unless producers less fortunate contribute their quota. 
These will not do so unless they get their higher cost price BP'. 
At that price the whole supply will be disposed of. The more 
favorably situated producers will get the price necessary to in- 
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duce their rivals, who have poorer facilities, to contribute to 
the supply. 

Y^e ia&y speak of the producers at 5, whose cost of produc- 
tion is BP', as the marginal producers. Their cost price is also 
the measure of the marginal vendibility of the commodity. Mar- 
ginal cost and marginal vendibility thus coincide; and when 
they coincide, there is equilibrium. If the quantity supplied 
should increase beyond B, in the direction of X, marginal vendi- 
bility would be less, and marginal cost would be greater. Supply 
could not long be maintained beyond the point B, for producers 
would then be receiving less than cost. So long as the condi- 
tions of demand and supply remained as indicated by the lines 
DP' or price would settle at the amount 5P', 

The relation of demand and supply to value is somewhat dif- 
ferent here from what it was in the cases discussed in the pre- 
ceding chapters. Where the supply of a commodity is jSxed 
(the case which underlies the reasoning of Chapter 10), the value 
of a commodity is settled by the conditions of demand ; that 
is, by the marginal vendibility of that supply. Where, on the 
other hand, the cost of a freely produced commodity is constant 
(the case discussed in Chapter 12), the value of the commodity 
is settled by the conditions of supply; that is, by cost. De- 
mand in this case determines, in the long run, only the quantity 
which shall be put on the market. But in the case now under 1 
consideration, the conditions of demand and of supply both j 
have a permanent influence in settling price. As the quantity | 
shifts, not only does marginal vendibility vary, but marginal f 
cost. A lessening of demand would not only lessen the quantity ‘ 
put on the market, but would also lessen marginal cost. Con- j 
versely, an increase of demand would not only cause more to j 
be put on the market, but would also raise normal price, since i 
the additional quantity would be produced at greater cost. Hence j 
demand and supply — marginal vendibility and cost — mutually ' 
determine normal price. \ ' j 

The economist who has best set forth the genewl theory of j 
value, Ikofessor MardtaU, has ingeniously compared the influence I 
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of demand and supply to the working of a pair of scissors. ! If 
one blade of a pair of scissors is held still, and the other moves, 
we may say that the second does the cutting. 4 Yet it could not 
cut unless the other blade were there."' So when supply is fixed, 
we may say that demand settles value; yet it does so only be- 
cause supply is there and does not move. When cost is constant, 
v'e may say that cost settles value. Yet it does so only because 
there is a demand for the commodity, and because supply readily 
adjusts itself to the amount which will be demanded at the cost 
price. If cost is variable in the manner discussed in the present 
chapter, both supply and demand — both cost and vendibility 
— exercise a mutual influence on normal price. Both blades of 
the scissors are in motion. All the various manifestations of 
value (under the conditions of an advanced division of labor and 
of exchange flowing from that division) can be analyzed as inter- 
actions of supply and demand. Neither can be said to settle 
value independently of the other. 

§ 2. Yhe differences in advantage between producers may 
be due to permanent or to temporary causes. According as they 
are temporary or permanent, they are of very different signifi- 
cance for the theory of value and for the welfare of society. 

Differences of a temporary sort are the most common. They 
are so common that they may be said in one sense to be universal. 
As indicated in the last chapter, it probably never happens in 
communities familiar to us, that all those engaged in a given 
industry are carrying on their operations in the same way/ Some 
have better plant, better organization, better location, than 
others; can bring their products to market at less expense; and, 
selling at the same price, can reap larger gains. ^ 

But these differences, if their causes are not permanent, tend 
, constantly to disappear. If one man has better plant or ma- 
chinery than another, and if there be no permanent reason why 
the second should not ’also set up the better outfit, he is likely 
sooner or later to do so. If he does not do so, he is likely to be 
driven out of» the market. Others will adopt the more effective 
method 5^, production, will increase the quantity they put on the 
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market, and will be able to undersell him without foregoing a 
profit. :... Where the methods of cheapened production are open 
to all, they are sure sooner or later to be adopted by all. 

We say, sooner or later; for the process takes time, especially 
when changes in the arts are rapid. The civilized world has 
been for generations in a dynamic state. Causes of differences 
are constantly appearing, disappearing, and reappearing. At 
any given time, the usual conditions are those not of uniform cost 
but of varying cost. • 

But under these conditions value cannot be said to be deter- 
mined by marginal cost of production. Value is always deter- 
mined proximately by the marginal vendibility of the supply. 
Given the total supply that comes on the market — whether 
offered in large sudden doses, or by gradual increments — and the 
price will be such that the whole is sold. For the marginal pro- ; 
ducer this price may or may not be equal at any given time to 
cost. With the oscillations of demand and the various other 
causes of nonadjustment to normal conditions which were con- 
sidered in the preceding chapter, the season^s price may he such 
as to make the marginal producer prosperous or such as to make ^ 
him a bankrupt. If he becomes prosperous, his more enter- 
prising and successful rivals, the infra-marginal producers, be- 
come even more so, and are tempted to extend their operations. ? 
If he is on the way to bankruptcy, they may yet be able to hold 5 
their own. In time he disappears and Ms better-equipped or 
better-situated rivals supplant him. In time, too, it is cost of i 
production at their hands which acts on supply, and thus acts on ; 
price. In other words, disregarding temporary and seasonal j 
fluctuations, the principle of constant cost regulates long-run J 
value where there are non-permanent differences between rival 
producers. In such a case, it is cost of production at the hands 
of the more capable and better-equipped producers, not cost of ■ 
production at the hands of the marginal producer, ' that settles ' 
the long-run price as distinguished from the market price.^ ; 

The outcome is different where permanent causes underlie ■ 

, , , , Compare what ia saiU la Chapter 50, §§ If 2. 
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the varying costs of the several producers. Then cost at the 
hands of the marginal producer does settle the long-run price. 

■ 'The point about which oscillations range and to which price tends 
to conform is cost for the least advantageous producer/’ Without 
him, the total supply cannot be enlarged to the point at which 
there is an equilibrium of normal supply and demands ■! If indeed 
there were no limit to the amount which the more advantageous 
producers could bring to market — if this fortunate set could 
increase the output indefinitely at constant cost — the mar- 
ginal producer would be driven out, and the conditions would be 
tho.se of constant cost. There being such a limit, he must be 
called on for the maintenance of supply, and there must be in 
the long run a price which will make it w'orth his while to con- 
tribute. .{Value is then determined by cost to the marginal pro- 
ducer; but at what point in the varying scale of costs that pro- 
ducer will be, depends on the conditions of demand. \ 

§ 3. Instead of speaking of varying cost or increasing cost, 
we may speak of diminishing returns. 

Increasing cost and diminishing returns are opposite aspects of 
the same tendency, l^ooking again at the diagram, we may see 
that the marginal producer at B has, for the same addition to the 
supply, greater expenses than the better-situated producers at 
A and 0. As the quantity put on the market increases along the 
axis OX, cost for every fresh installment becomes greater. With 
every proportional increase in outlay, there is a less addition to 
the supply — a tendency to diminishing return. 

It matters not whether we say that the tendency to diminish- 
ing return is experienced by the infra-marginal producers them- 
selves or by those experienced producers whom we have regarded as 
marginal. Unless it were experienced by the former, the particular 
situation considered in this chapter — that, namely, of variations 
in cost due to permanent causes — would not exist at all. Those 
who are better situated may find, as they try to enlarge their 
^veral contributions to the supply, that they cannot do so on the 
same relatively easy terms as for the earlier installments : they -s 
encounter diminishing returns. Or this same difficulty may be 
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'' met by otters^ less fortunate from the start, wlio add to the 

supply. In either case there is an increase of cost as the supply 
is enlarged, and the price must be such as to make the higher cost 
worth while. The result remains that normal price settles at 
the point of cost of production for the last increment. It would 
be more accurate, therefore, to speak of the|fmargmal product 
j or marginal increment, than of the marginal producer, as' fixing 

j the long-run price./ 

Tho we use the term "cost” in this series of chapters in the 
sense of outlays by a capitalist, and measure increasing cost by 
the increase in these outlays as additional supplies are brought to 
market, the cause of this rising cost is commonly an increase of 
cost in the other sense — cost in terms of labor, exertion, sacri- 
fice, or disability .U When additional supplies of a commodity 
^ entail permanently greater expenses per unit to the producing 

I capitalist, this result is usually due to the fact;that more labor is 

i required or a greater volume of capital. The distmction between 

expenses of production and cost in the sense of labor and sacrifice, 

, tho it will be fou^ of great significance for some problems, is not 

i important here. (Where expense increases permanently for succes- j 

sive additions to supply — where returns diminish in proportion ! 
( to outlay — we have also diminishing returns in the sense that ; 

the same labor yields a lessening output, ^hat part of the theory i 
of value which we are considering in this "chapter has its foimda- . 
tion mainly in some unalterable conditions in the world about . 
i" us, in the fact that nature enables labor to be applied less advan- I 

I' tageously under some conditions than under others, and that j 

: the continued application of labor on even the most advantageous [ 

sites meets sooner or later a tendency to diminishing return. | 
/ § 4. In what circumstances, and over how great a range of f 

industries, do we find varying cost, or diminishing returns ? ( In 
general, differences in cost are permanent in the extractive Indus- || 
tries — in agriculture, forestry, miningA 
In agriculture, good land yields more to labor than land less ! 
good. The prairies of Illinois are more fertile than the stony | 
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fields of New England, the black earth of Russia than the sandy 
soil of Brandenburg. All the climatic factors — such as sun- 
shine, precipitation, the length of the seasons — have their in- 
fluence, as well as the physical and chemical constitution of the 
soil. Of these and their effects we shall have occasion to say 
more at a later stage; it suffices here to emphasize the obvious 
fact that there are differences.^ 

Not only are there such differences, but there is further an 
unmistakable tendency to diminishing returns on any plot of 
land. , The amount of produce which can be obtained from the 
best land is limited; and the amount which can be obtained 
from that land under the best conditions is limited. , By apply- 
ing more labor and capital, it is usually possible to/ add to the 
produce from a given piece of land; but it is not possible to get 
more produce in proportion to the addition of labor and capital. 
Hence there are permanent differences, not merely between dif- 
ferent soils, but between the successive applications of labor 
and capital on the same soil. Agricultural production presents 
typically the application of the principle of value which we are 
now considering. 

In for ests, likewise, there are obvious differences of the same 
sorts. Some are better than others. Advantage in location 
and accessibility plays no less a part than advantage in the size 
and character of the timber ; yet either kind of advantage counts. 
M ines present differences of an analogous kind; they are affected 
both by accessibility to the market and intrinsic productiveness. 
Both forests and mines have industrial peculiarities, especially 
in their development during very modern times; but of both, 
the general conditions of varying cost and diminishing returns 


hold good. 

manufacturing industries, which shape and transform the 
materials brought out by the extractive industries, the principle 


of diminishing returns is applicable in less degre^ But, tho the 
differences in cost between competing producers are commonly 
of the .transitional or “dynamic” sort,, they sometimes have 


^ See Cliapter 42* 
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permanent causes. One manufacturer may have more water 
power than others, or an unequaled site on a harbor front. In 
the earlier days of the development of power and machinery, a 
first-rate water power was of great advantage. Later, steam 
largely superseded water power; partly because of the great 
advances in the efficiency and economy of steam engines, partly 
because they could be set up at any desired place and so per- 
mitted better access to markets or to materials. In recent years 
the generation and transmission of electric power has again made 
falling water more important, and may prove the cause of en- 
during differences in the effectiveness of manufacturing estab- 
lishments. In the main, however, the poorer establishments 
do not maintain themselves indefinitely side by side with the 
better. They are steadily displaced by the better, and these by 
the still better. The causes of difference are not as permanent, 
nor do they affect so many branches of production, as in the 
extractive industries. , 
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CHAPTER 14 

Value and Inckeasing Retuens 

Section t. The equilibrium of supply and demand under increasing returns. 
How the case differs from that of diminishing returns. Long-run results 
considered, 186 — Sec. 2. What industries show increasing returns. 
Causes of the tendency. External economies. Localization of industry ; 
labor supply, 188 — Sec. 3. Internal economies, if continuing indefinitely, 
lead to monopoly, 190 — Sec. 4. Possibility of several points of equilib- 
rium. Increasing returns commonly come slowly, but sometimes fast, 191. 

§ 1. In the preceding chapter the theory of value was applied 
to the conditions of increasing cost or diminishing returns. We 
turn now to the reverse conditions, those of diminishing cost or 
increasing returns. 

Suppose that, as additional supplies of a commodity are 
produced, the cost of each unit becomes not greater^ but less. 
Such a tendency is represented in Figure 7 where line S8', indi- 
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eating the conditions of supply, has a downward slope. The 
line DD', representing the '' conditions of demand, necessarily 
has a downward slope, indicating the diminishing vendibility of suc- 
cessive increments. Equilibrium will be reached at the point 
where the two curves meet, at P'. At that point the quantity 
brought to market sells at the price BP', which equals its cost of 
production. The total quantity put on the market will nor- 
mally be OB, and its total selling price will be OPP'B. 

It is to be observed that this figure represents a situation differ- 
ent in essential respects from that represented in Figure 6 in the 
preceding chapter. In that case some among the competing 
producers were supposed to contribute to the supply at less cost 
than others. They reaped a producer’s surplus. In the present 
case, however, all producers are on the same plane; all have the 
advantage of lessening cost and increasing returns. No por- 
tion of the supply continues to be produced at a cost different 
from the marginal cost. With the supply OB, for example, the 
cost per unit of the commodity is Bp' for each and every pro- 
ducer. If for any reason the supply should be reduced, cost for 
each unit would be greater. Suppose, for example, that demand 
should decline, the demand curve shifting to the left, to M', so as 
to intersect the supply curve at A'. The quantity normally | 

supplied would then be 0^, selling at the price Jd'. All pro- ' 

ducers would find their cost per unit higher dian when the quan- 
tity supplied was 0B-, for AA' is greater than BP'. But at ' 

neither price would there be differences between producers. f 

Total cost and total selling value in either case would be repre- 
sented by parallelograms; at the price AA' hy the area, OAA'C, ! 

and at the price BP' by the area OPP'B. There is no such £ 

phenomenon as surplus gain to any producer. | 

This case differs, again, from that considered in the latter part i 
of Chapter 12. There the effect of a general lowering of the 
supply schedule was considered, on the supposition that the i 
reduction was due to some extraneous cause not directly con- ? 
nected with increase in supply. Here the reduction ds supposed ^ | 

to be directly due to such an increase : the mere fact of greater J 
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output brings a decline in cost per unit of supply, . Cost, uni- 
form for all producers, becomes less for each as more is produced,; 

All these three cases, on the other hand, are alike, in that long- 
run results are considered, _ Uniformity of costs, and the auto- 
matic decline in cost for all producers with increasing supply, 
never are found in industry. ;. Where the conditions are favorable 
for a general decline in cost, some producers, as we have seen, 
take advantage of them more promptly than others|.. and so long 
as this “dynamic” situation continues, we have a lowering of 
cost for some producers, but not for all. } This situation, how- 
ever, will not endure : those who do not avail themselves of the 
improvements are underbid and driven from the market, and 
the “static” state of uniform cost is approached. The case 
would be different if those who had the better facilities were 
not subject to competition from others on even terms, and could 
not themselves increase their output indefinitely at lower cost. 
With such a limitation to their advantages, we should have pre- 
cisely th^ case of varying costs, as discussed in the preceding 
chapter. ( Here cost is supposed to be uniform, but not constant 
’ — it becomes less per unit as the number of units increases. The 
long-run result is an interaction, of demand and supply; both 
blades of the scissors are cutting^) 

§ 2 . What now are the industries in which there is a tendency 
to increasing return, and what are the causes of this tendency? 

The first question is comparatively easy to answer. The 
tendency appears in manufacturing, in transportation, in raining 
— in all the industries in which we have seen the tendency to large- 
scale production. In agriculture, tho it sometimes appears as 
a passing phase,’ it is not ordinarily found at all; and the same 
is true of systematic forestry. | The greater the extent to which 
plant and machinery can be used, the more concentrated the 
industry and the smaller the area on which a given volume of 
production can be turned out, the more probable is the tendency 
to lessening cost and increasing return.'^ 

The second question calls for some discrimination. Increas- 
ii^ retqms may be due to ex^na l ecg amnies-w-AQ. internal 
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economies — again phrases suggested by Professor Marshall, and 
pointing to forces different in character and effect. Further, 
increasing returns may be due to changes in the arts, or may 
take place even without them. It is not always easy to separate 
those causes of increasing return which act under static condi- 
tions from those which act under conditions of progress in the 
arts. Yet it will make the subject clearer if at the outset we 
take up the two cases independently. 

First, consider external economies. These are such as arise 
outside of the establishment which gains thereby in efficiency 
and in diminution of cost. An example at once simple and typical 
is the diminution in cost of machinery and adjuncts which takes 
place as these are made in larger quantities. The more cotton 
mills there are, and the more machinery they use, the larger the 
scale on which the machinery itself can be made. As the ma- 
chinery becomes cheaper the expenses of the cotton manufacturer 
become less. Again, the construction of large steel ships in the 
United States was long carried on for a much smaller tonnage 
than in Great Britain. Consequently various adjuncts needed | 
for ships — compasses, capstans, winches, donkey-engines, sundry | 
vessel fittings — were called for in much larger quantity in 
Great Britain, were systematically and uniformly made on a | 
larger scale, and were cheaper for the shipbuilder. These external 
economies would indeed have been at the disposal of the American j 

shipbuilder if he could have bought such things in Great Britain | 

without restriction. But the United States imposed on them a [ 
heavy customs duty. Whether procured from abroad or at home, i 
they were therefore dearer. Still another example is in the boot 1 
and shoe manufacture. When this is carried on extensively, and ! 
especially when a number of establishments are in the same 1 
locality, subsidiary industries arise which supply cheaply the ? 
special tools, materials, and fittings — the shoestrings, eyes, | 
metal fittings, the paper boxes for packing, not to mention the | 

machinery. The gain in external economies of this sort is one j 

of the reasons for the concentration of an industryi in a given | 
place ; of shoe manufacturing in Brockton and Lynn, of alk man- f 
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ufacturing in Paterson, of cotton manufacturing in Lowell and 
Fall River, of metal wares in Bridgeport. ■ In every such place the 
factories, merely because of their number, command resources and 
economies which an isolated establishment finds hard to secure;, 
An important gain of this sort comes from the presence of a 
large experienced labor force. In almost every establishment 
the worhmeh are more or less shifting. The changes are more 
frequent in industries exposed to seasonal fluctuations, as the 
boot and shoe manufacture is, or to irregularities in demand, 
as in the case of establishments making machinery. They are 
les.s frequent where steady wants are supplied by staples, as 
in the soap manufacture, and where long-established businesses 
are conducted by firms of settled prestige. In many ways these 
shifts in the labor supply are unfortunate, yet seem to be an inevi- 
table outcome not only of the variations in the demand for labor, 
but of the monotony of factory labor. Certain it is that work- 
men come and go, and new men must be found to replace those 
who leave. They are more likely to be found in manufacturing 
centers, and in centers where there are industries of the same sort 
or of similar sorts. No doubt there are drawbacks for the em- 
ployer in such centers. Plis laborers are more likely to be organized 
in unions, and to press for higher wages; and the expense of 
urban sites needs to be considered.* But the fact that manu- 
facturing towns grow shows that they offer net advantages. In an 
isolated establishment, the loss of a few skilled and trained work- 
men may cripple the whole. But in an industry which has grown 
to considerable dimensions, and which is concentrated in certain 
towns or districts, there is a general diffusion of skill in its various 
branches. The smooth and continuous conduct of operations is 
promoted by this external economy. 

§ 3, Internal economies are those which arise within the estab- 
lishment itself, and are independent of the general growth of 
the industry. All the gains from the extension of large-scale 
production (as distinguished from increasing volume of aggregate 
productionls are of this sort — the gains from large r plant and 

» Compare what is said in Chapter 43. 



191 


14r-§ 4] VALUE AND INCEEASINa RETXJENS 

more effective power, from greater specializatioa of machinery, 
better handling of materials, more elaborate division of labor 
among the workmen, and more refined adaptation of each man^s 
task to his capacity. One of the most interesting questions 
in regard to these advantages and their limits is the extent of 
the gain which comes from horizontal combination — from 
the union under single management of a number of single estab- 
lishments each of which has developed within itself the more 
immediate internal economies. It is not certain how far hori- 
zontal combination leads, in the long run, to still further internal 
economies. Nor is it clear how far the other form of combina- 
tion — vertical combination, or the integration of industry — 
leads to internal economies. It seems to do so beyond doubt 
in some of the great industries of modern times, especially in the 
iron manufacture. But in other directions it has not made such 
unmistakable progress. In most industries, the enlargement of the i 
industrial unit beyond a certain point, whether in combination 
horizontally with similar units or vertically with related units, ■ 
does not seem to lead with certainty to internal economies. 

If internal economies were attained indefinitely as the scale ’ 
of operations enlarged in each individual establishment, the 
stage would be eventually reached of complete concentration r 
and complete monopoly. If each establishment, or each combina- ^ 
tion of establishments, found as it grew in size that its efficiency • 
and its economies increased, the successively enlarging enter- i, 
prises would underseU those rivals who failed to do so, and finally , 
nothing would be left but one giant in sole possession of the field. 
This is the theoretically complete trust, able to undersell all 
rivals by virtue of its economies in production. Such a trust has f 
a monopoly, but evidently a tempered monopoly. Prices cannot ■; 
be raised beyond the point at which producers who operate on a f 
smaller scale can compete. If the rate at which internal economies 
accrue is slow — if the cheapening of production from each 
enlargement of the scale of operations is slight — this check E 
on the power of the monopoly is substantial. ^ | 

§ 4. In the first section of this chapter, the supposition was 
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tacitly made that there is only one point of equilibrium under 
conditions of increasing retiu-ns, and the Figure on p. 186 was 
constructed on this supposition. But a very little considera- 
tion shows that there may fee two points of equilibrium. The 
demand and supply curves have the same inclination, and may 



intersect at more points than one. The above Figure (Fig. 8) 
illustrates this possibility. 88' intersects DD' at A', again at 
B', again at C'. (Let the reader disregard for the moment the 
dotted line ss'.) A! is a point of stable equilibrium; so is Q'. 
B' is not a point of stable equilibrium. It is true tha^the de- 
mand and supply ciu-ves intersect at this point. Immediately 
beyond B', however, the demand curve is above the supply curve; 
demand price is higher than supply price. An increase of out- 
put beyond B would be profitable to producers, since the com- 
modity can J)e sold, in the quantities between B and C, at prices 
Inghfflr tihjm cost of production, But C' is again a point of true 
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equilibrium ; since the supply price beyond C' is higher than the de- 
mand price, and an increase of supply beyond C would be un- 
profitable. Both A' and C are thus, to repeat, points of stable 
equilibrium. Price might settle at either, and remain at either. 

It is indeed conceivable that a body of venturesome producers 
would extend supply beyond A, confident that cost per unit would 
decline unfailingly with increase of total output, and that even- 
tually (after B was passed) demand price would again be above 
supply price. But the outcome of expansion of this sort must 
appear uncertain. If equilibrium were established at A', it 
would presumably remain; yet if it were established at Q' , it 
would also remain. Theoretically there may be an indefinite 
number of such points of stable equilibrium. 

But tho there is this possibility of several points of equilib- 
rium, actual conditions probably present very rare instances 
of the sort. A steep slope like that of the line S/S' is less rep- i 

resentative of what usually happens than a gentle slope like ' 

that of the dotted line ss' . Such a dotted line is likely to meet 
J)T)' but once (at C', the third point of intersection for 55'). 

It is not widely different from the horizontal line which repre- < 
sents the condition of constant cost. 

External economies are most likely to affect cost in the man- ^ 
ner last described. As a rule, they operate slowly, almost im- 
perceptibly, bringing a steady tendency toward lessening of 
expenses with increase of output, yet a tendency so gradual that 
for any given season or series of seasons the conditions differ 
little from those of constant cost. 

Internal economies, on the other hand, sometimes are rapid 
in their introduction and operation. This happens especially 
when great changes take place in the arts, and when a new com- ; 
modity is brought into use. 

Changes in the arts and inventions, tho they do not neces- 
sarily affect either the total oulput or that of the individual estab- ; 
lishment, yet commonly affect both. The cheapening of goods 
which results from improvements usually stimulates demand in 
considerable degree, causes the total output to be larger, and so 
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brings into operation external economies as well as additional 
internal economies. Improvements have commonly been in the 
direction of larger plant and more expensive machinery, greater 
division of labor, production on a larger scale. Not infrequently 
the arts have advanced so fast as to cause an abrupt diminution 
of cost, leave the equilibrium of supply and demand unsettled 
for years, and afford at least the possibility of more than one point 
of equilibrium. Bessemer’s invention immensely reduced the 
cost of steel making; it also involved expensive plant and ma- 
chinery; it gave great opportunities for large-scale production 
and highly elaborated organization; it thus led to very rapidly 
declining cost. The application of machinery to watch making 
has led to similar results; and in this case the commodity was one 
subject to a very elastic demand, hence with a possibility of 
multiple points of equilibrium. 

New commodities, introduced suddenly or rapidly, often bring 
a strong tendency to decreasing cost with increasing supply, 
Wlien first offered, they are strange to the buying public, must 
break the crust of habit, must wait for a readjustment of other 
devices and wants. Being thus marketable in small quantities 
only, they are produced on a small scale. As they become familiar 
and in wide use, the quantity that can be sold greatly increases, 
production on a large scale becomes possible, both internal and 
external economies are introduced effectively, and cost of pro- 
duction declines rapidly. The demand schedule for such articles^*"' 
often shows a high degree of elasticity, especially in the lower 
ranges, as the articles come into common use. The history of 
the bicycle illustrated this development: its slow introduction 
in the early stages, its rapidly increasing favor when once accepted 
and generally used, its rapid decline in cost and price when pro- 
duced in larger quantities and on a larger scale. The automobile 
supplies an illustration no less striking. 

Not infrequently it happens, however, that a new commodity 
is patented or in some other way falls under single control. This 
situation briiijgs a new complication, arising from monopoly : 
the subject of the next chapter. 



CHAPTER 15 

Monopoly Value 

Section 1. Monopoly affects price thru limitation of supply. This proposi- 
tion qualified as to transactions between middlemen, especially as to 
producer's capital, 195 — Sec. 2. How price is fixed if a monopolist has a 
fortuitous supply ; bow, if he produces his supply at constant cost. 
Monopoly profit. Destruction of part of the supply possible, but not 
probable. Diamond mining as illustrating monopoly price, 198 Sec. 3. 
Monopoly price under increasing returns. Copyrighted books as illus- 
trations. Monopoly price under diminishing returns, 201 — Sec. 4. 
Possibility of varying prices under monopoly, usually disguised. Copy- 
righted books ; telephone rates. Converse case of uniform prices under 
monopoly, 204 — Sec. 5. ^‘Dumping’* explained by monopoly, 207 — 
Sec. 6. Unqualified monopoly rare ; various limitations and qualifications, 

208 — See. 7. Corners'^ (of a season^s supply) do not per se affect 
price to consumers, but affect dealers and speculators. Some among 
the consumers may be affected by corners. Successful comers rare, 210. 

§ 1.’ A monopolized commodity will be sold, by a person 
doing business for gain, on such terms as will jdeld the largest 
net revenue./ We may assume, at the outset at least, that persons ' 
possessed of a monopoly act with shrewdness, and adjust their . 
supply with intelligence and success so as to secure this maxi- [ 
mum gain. ' p 

We say, adjust the supply; for this is the mode in which the ^ 
monopolist can affect price and profit. The conditions of de- ; 
mand are beyond his control. When once the supply is settled 
and put on the market, the price at which it will sell depends 
on the play of demand. Tn this regard, monopoly value pre- i 
sents no peculiarities. / Its special problems arise in so far as the ! 
monopolist can make me supply larger and smaller at will.\ With 
a given supply, put on the market en bloc,^ the price wilFbe the . 
same whether it is in the hands of a single person or of several i 
competing persons. There is some one price which measures i 

• See S 4 in this chapter for the significance of this quahfioation. !; 
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brings into operation external economies as well as additional 
internal economies. Improvements have commonly been in the 
direction of larger plant and more expensive machinery, greater 
division of labor, production on a larger scale. Not infrequently 
the arts have advanced so fast as to cause an abrupt diminution 
of cost, leave the equilibrium of supply and demand unsettled 
for years, and afford at least the possibility of more than one point 
of equilibrium. Bessemer’s invention immensely reduced the 
cost of steel making; it also involved expensive plant and ma* 
chinery; it gave great opportunities for large-scale production 
and highly elaborated organization; it thus led to very rapidly 
declining cost. The application of machinery to watch making 
has led to similar results ; and in tins case the commodity was one 
subject to a very elastic demand, hence with a possibility of 
multiple points of equilibrium. 

New commodities, introduced suddenly or rapidly, often bring 
a strong tendency to decreasing cost with increasing supply. 
When first offered, they are strange to the buying public, must 
break the crust of habit, must wait for a readjustment of other 
devices and wants. Being thus marketable in small quantities 
only, they are produced on a small scale. As they become familiar 
and in wide use, the quantity that can be sold greatly increases, 
production on a large scale becomes possible, both internal and 
external economies are introduced effectively, and cost of pro- 
duction declines rapidly. The demand schedule for such articles^ 
often shows a high degree of elasticity, especially in the lower 
ranges, as the articles come into common use. The history of 
the bicycle illustrated this development: its slow introduction 
in the early stages, its rapidly increasing favor when once accepted 
and generally used, its rapid decline in cost and price when pro- 
duced in larger quantities and on a larger scale. The automobile 
supplies an illustration no less striking. 

Not infrequently it happens, however, that a new commodity 
is patented or in some other way falls under single control. This 
situation bri»gs a new complication, arising from monopoly : 
the subject of the next chapter, 
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Section 1. Monopoly affects price thru limitation of supply. This proposi* 
tion qualified as to transactions between middlemen, especially as to 
producer’s capital, 195 — See. 2. How price is fixed if a monopolist has a 
fortuitous supply; how, if be produces his supply at constant cost. 
Monopoly profit. Destruction of part of the supply possible, but not 
probable. Diamond mining as illustrating monopoly price, 198 — Sec* 3. 
Monopoly price under increasing returns. Copyrighted books as illus- 
trations. Monopoly price under diminishing returns, 201 — Sec. 4. 
Possibility of varying prices under monopoly, usually disguised. Copy- 
righted books; telephone rates. Converse case of uniform prices under 
monopoly, 204 — Sec. 5. /‘Dumping” explained by monopoly, 207 — 

Sec. 6. Unqualified monopoly rare ; various limitations and qualifications, 

208 — Sec. 7. “Corners” (of a season’s supply) do not per sc affect 
price to consumers, but affect dealers and speculators. Some among 
the consumers may be affected by corners. Successful corners rare, 210. 

§ L A monopolized commodity will be sold, by a person 
doing business for gain, on such terms as will yield the largest 
net revenue.^. We may assume, at the outset at least, that persons 
possessed of a monopoly act with shrewdness, and adjust their 
supply with intelligence and 'success so as to secure this maxi- 
mum gain, 

We say, adjust the supply; for this is the mode in which the f 
monopolist can affect price and profit. The conditions of de- 
mand are beyond his control. When once the supply is settled ' 

and put oil the market, the price at which it will sell depends ; 

on the play of demand. In this regard, monopoly value pre- 
sents no peculiarities. / Its special problems arise in so far as the 
monopolist can make me supply larger and smaller at willA With 
a given supply, put on the market en hloc,^ the price wilr be the 
same whether it is in the hands of a single person or of several | 

competing persons. There is some one price which measures i 

» See § 4 in this chapter for the significance of this qualification. ^ 
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its marginal vendibility — some one price at which the whole 
can be sold, and no more than the whole — and that price will 
rule. 

This proposition, like so many in economics, needs to be taken 
broadly, as a statement of a tendency, not of literal detail; with 
precisely the same allowance for irregularity and imperfect adapta- 
tion that must be made for any general statement on values and 
prices. Most men in active business would at first blush deny it. 
They would say that a combination or monopoly can secure a 
higher price than competing persons can, even for the same supply. 
They know that a higher price can be obtained, in the first instance 
at least, from the middlemen, the wholesale or retail dealers, to 
whom the monopolist usually makes his direct sales. ( When pro- 
ducers are competing, these dealers are very apt to play off one 
against another, and to induce the shaving of an offered price by 
threatening to turn to a competitor.- No doubt, if all of the 
dealers do this successfully, competition among them will tend 
to lower prices in the end for the retail purchasers. At that 
final stage, it will appear whether the prices are such as to bring 
about the equation of supply and demand. But competition 
among dealers, and especially among retail dealers, operates 
with friction; and the lower prices which competition among 
manufacturers causes these to concede to dealers may redound 
for a considerable time to the dealers’ profit, not to that of con- 
sumers. Conversely, (.a monopoly may squeeze the dealers, so 
to speak;" charge them higher prices, which yet they do not find 
it feasible — for some time at least — to pass on to cpnsumers.) 
And even when such a rise in prices reaches consumers, the effect 
on their purchases is not immediate or automatic. If indeed the 
rise is great, and the demand for the commodity is elastic, a re- 
duction in purchases will be prompt. The monopolist will find 
almost at once that he cannot sell the same supply at higher 
prices. But if the rise in price is not great, people will very 
possibly continue to buy for some time what they have been in 
ihe habit of^ buying. They may be uneasy and irritated by the 
higher charge, yet for the moment may not adapt themselves to 
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the new situation by curtailing their purchases. The monopolist 
may themhold the raised price for a while, even if it reaches con- 
sumers. Meanwhile, in a growing community, new consumers 
may be added, or the old consur^crs may get larger incomes. An 
increase in demand may overtake the higher price, and make it 
permanent ; and then it will seem as if the mere fact of monopoly 
had caused prices to rise. 

The position of middlemen as buffers, easing and delaying 
the pressure of the forces at work, appears even more strongly 
in the case of producer’s goods. As has already been said,^ the 
play of demand and utility is much modified in the prices of 
such things — iron, copper, timber, wool. [ The connection 
between the price ultimately paid for finished goods by con- 
sumers and the ruling price for materials among dealers is often ' 
a slow and uncertain one. Still slower is that between the 
materials for tools, like iron and copper, and the consumable 
articles which in the end the tools serve to make. Here there ; 
is a possible influence of monopoly on price which would not 
appear if the monopolist sold an enjoyable commodity directly ' 
to the consumers. t 

It is to be noted, further, that the first step taken by a monop- > 
olist is usually to settle his price, not his supply. The holder ; 
of a patent, for example, will offer the patented article at a given > 
price; he will not usually determine in advance the amount I 
which he will put on the market. If he finds that, at the given ' 
price, he can sell more than he expected, he will add to the supply. | 
If he finds that he cannot sell so much, he will let the stock which ; 
he has on hand go off gradually, and in the future will add to it | 
slowly and cautiously. In other words, ^ he experiments with \ 
the supply which he can dispose of at the price fixed; and per- ► 
haps, as time goes on, lowers or raises his price, according to the ; 
response from purchasers.^ Probably he is only half conscious ; 
that his control over price r^ts on his control over supply; yet the : 
shrewd business man is very rarely in doubt that this is the funda- i 
mental condition for keeping a price above the coi^titive level, ; 
iSee above, Chapter 10, § 5. 



198 


VALUE AND EXCHANGE [15-§ 2 

§2. The power of a monopolist over price being exercised, 
then, fundamentally thru his control over supply, let us examine 
further in what way the control is exercised. 

The simplest case is that of a supply which has cost nothing — 
something in the nature of treasure-trove. Such a fixed supply, 
if put on the market as a whole, will fetch a given price. But 
the owner may reason that a less supply will fetch a higher price. 
If the demand be inelastic, half of the supply may fetch more 
than double the price, and so yield a larger gross sum. It will 
then be in the interest of the monopolist to destroy half the supply, 
and put on the market only the remaining half. If the demand 
is elastic, it will more probably be to his advantage to put the 
whole on the market. The price per unit, to be sure, will be 
lower than if only half were sold, but not so much lower as to 
make the gross yield less,/ It is usually to the interest of a monop- 
olist to restrict sensibly the supply of a commodity subject to 
inelastic demand, and to be liberal with the supply of one sub- 
ject to elastic demand.) 

Suppose next that the supply is not fortuitous, but is pro- 
duced by the monopolist under the ordinary conditions, with 
capital invested, laborers hired, sundry expenses of production 
incurred. Then the monopolist will aim to obtain not the larg- 
est gross amount, but the largest net profit. And that net profit 
he will try to make larger than the usual profits of capitalists. 
It may be assumed that in any case the monopolist would be 
able to secure on his capital, by investment in other directions, 
interest at the usual rate; and that for his own labor of direction 
and superintendence he would be able to secure the reward usually 
accruing to labor of the same skill and assiduity. Those^normal 
gains we reckon among the expenses of production, or at least 
not as due to monopoly. It is the excess above them that con- 
stitutes monopoly profit.^ 

It is probable that few monopolists consciously separate their 
gains in this way. They rarely distinguish between monopoly 
profits proper and ordinary returns for their capital and labor. 
They simply rejoice that they pay dividends at twenty or thirty 
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per cent, or are able to be munificent on salaries to themselves 
and their associates. If closely questioned, however, they would 
soon distinguish the share in these gains which is due to monopoly 
alone. It is that share, monopoly profits in the strict sense, 
which now interests us. 

If the monopolist produces his commodity under the condi- 
tions of constant cost, his calculation of net profit will be simple. 
Figure 9 will illustrate it. The cost of producing the commodity 
is there represented by the distance from 0 to C, and is the same 
whether a large or small amount of the commodity be produced; 
it is OC= AC'=BC*'. The price at which any given quality 
will sell depends on the conformation of the demand curve DD', 



If a quantity OA is put on the market, it can all be sold at the [ 
price AA'. The total cost of this quantity is OCC'A^ Monopoly f 
profit will then be indicated by the area CPA'C'. But if the | 
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quantity OB is put on the market, the price must be lowered 
to BB', that being the price at which the whole quantity OB 
can be disposed of. Monopoly profit is now the area CP'B'C". 
If the first area, CPA'C', is the larger of the two, it will be to 
the interest of the monopolist tb restrict his output to the quantity 
OA. But if the area CP'B'C" is the larger, it will be to his interest 
to enlarge his output to the amount OB. As has already been 
said, the elasticity of demand has an important influence on the 
calculations of the monopolist. If demand is elastic — if a 
lowering of price will greatly stimulate consumption and pur- 
chases — the line BD' will have a gentler slope, and the quantity 
which can be disposed of at the price OP' will be greater than OB. 
The parallelograms indicating gross receipts and monopoly profit 
will be longer, and larger in area. Under such conditions fit is 
probable that monopoly profit will be larger for a comparatively 
low price than for a high one. ) 

In the preceding section it was said that a monopolist might 
find it to his advantage to destroy part of a supply, in order to 
sell the remainder for a larger gross amount. But such destruc- 
tion can take place very rarely. Fortuitous supplies, coming 
into a monopolist’s hands without cost, hardly ever occur. When 
a monopciist’s supply is produced and costs something, it is 
obviously easier and cheaper to refrain from producing a part 
of it than to destroy a part after it has been produced. Only 
from miscalculation or causes beyond control (such as super- 
abundance of crops) may a monopolist find destruction to his 
advantage. It seems to be well established that in the eighteenth 
century the Dutch East India Company at times burnt part of 
its crop of cloves in order to be able to sell the remainder at prices 
so much higher as to increase its gross receipts. Similar destruc- 
tion would hardly be ventmed in a modern community; fear of 
retribution from an outraged public opinion would prevent it.^ 

The mode in which a monopolist commonly proceeds in the 

* “Wliett & publisher prints a limited edition of a book, and then distributes the 
type, he may be* said to wipe out part of the supply in order to sell at a higher price 
the restnoted portion which he prints. 
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adjustment of supply is illustrated by the conditions of diamond 
production in recent years. Virtually all new diamonds come 
from the mines at Kimberley in South Africa. These are under 
the single ownership of the De Beers Company/ formed by an 
amalgamation, under the guidance of Cecil Rhodes^ of a number 
of competing mines. Some of the mines are not worked, and 
the total supply is intentionally limited to the amount which 
can be sold to best advantage. The demand for diamonds, 
after a certain point, is highly inelastic. They are bought chiefly 
for purposes of display. Scarcity and high price are the basis of 
their utility ; if very abundant, they would be little prized. Hence 
it is clearly to the advantage of the De Beers Company to cur- 
tail production and limit the supply/ Were the commodity 
one like copper, with a very elastic demand, it might pay such a 
monopolist to work the sources of supply to its utmost capacity. ; 

§ 3. Suppose now that the monopolized commodity is pro- I 
duced, not under the conditions of constant cost, but under those : 
of diminishing cost (increasing returns). The calculations of the 
monopolist then become complex. He must consider on the 
one hand the extent to which price will fall as a larger supply is 
put on the market, and on the other hand, how much cost will ! 
fall as more is produced. The situation is again easily illustrated ^ 
by a diagram. 

On Figure 10 PD' has a slight inclination, representing a very ; 
elastic demand. S8\ the supply curve, has a steep inclination, i 
at least in its upper range, representing a very rapid decline in [ 
cost per unit as supply is enlarged. If the monopolist produces [ 
and puts on the market the quantity OA, he will find the cost i 
per unit to be AC^ and the total cost to be COAG. That supply ^ 
will be sold at the price AA'; the gross receipts will be OP A' A, 
and the monopoly profit will be CPA'C, If, on the other hand, : 

* The De Beers Company controls 95 per cent of the world’s diamond production. ^ 
See G. F. Williams, The Diamond Mines of South -4/nca,VoL I, p. 291 ; Vol. 11, p, 161, ^ 

Since the date of the first edition of this book (1910), the situation has changed , 
somewhat. Discoveries elsewhere in South Africa have added to the supply, and 
the monopoly, while it remains effective, is in the hands not of a single producer , 
but in those of a combination of a very few producers, The industrjr still illustrates ; 
the conditions of monopoly price. 
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the quantity produced is the larger amount OB, the cost per 
mat will be only BC', and the cost of the total supply will be 
C’OBC'. That supply can be sold at the price BB'. The gross 
receipts will be ORB'B, and the monopoly profits will be C'RB'C'. 
Evidently the monopoly profit will be much greater with the 
lower price than with the higher price; this because the condi- 
tions assumed are those of very elastic demand and of rapidly 
decreasing cost. .The less elastic the demand, and the less rapid 
the decrease in cost, the more probable is it that the monopolist 
will find it to bis advantage to limit the supply and keep up the 
price.;^. : ^ \ ' 

The reader will easily see that a niunber^of maximum monop- 
oly profits and ruling monopoly prices are possible. To espress 
in one single statement all the elements of the case would require 
mathematical formulation. Such a formulation, however, has 
an appearance of accuracy which is oftai misleading; and this 
is true even of a comparatively simple diagram like that given 
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above^ Some of the elements ia the situation must be more or 
less a matter of guess work for the monopolist; especially* the, 
degree of elasticity in demand, and the rate of decreasing cost r 
with enlarged production. Even in the case of a perfectly un- 
restrained monopoly — and such are very rare ~ monopoly 
price is usually fixed by a sort of rule of thumb. Tho probably ■ 
at a point considerably above the competitive price, it not; 
settled by any refined calculation of the precise point of maxi- 1 
mum profit, ' 

Sharply decreasing cost, or increasing return, is most likely ; 
to appear where articles are newly introduced. At first these i 
are bought and used in small amounts. Later, as they become , 
familiar and widely used, they are produced in larger quantities 
and the principle of increasing returns applies. Not infrequently 
new articles are monopolized, being protected by patent or copy-: 
right laws. They then give a most apt illustration of the working ^ 
of the principles here under c#nsideration. Thus, the Weis-; 
bach mantles attached to gas lights were long protected by patent ; 
in all advanced countries.^ They enabled a much better light; 
to be had for a less expenditure on gas, and they contaminated 
the air less. The demand for them was highly elastic. They, 
were produced much more cheaply in large quantities. Hence, ; 
tho monopolized, they were sold at a price which, per unit of 
product, was not greatly above cost price; none the less, on the, 
enormous quantity which could be sold, they yielded monopoly' 
profits very great in the aggregate. | 

A situation essentially similar appears in the case of copyrighted! 
books. Books conform to the principle of decreasing cost, The| 
expense of typesetting and of making the stereotype plates is! 
the same whether one thousand copies be printed or fifty thousand. 
The other expenses^! bookmaking — paper, presswork, binding,; 
and the like — are tolerably uniform per unit, yet some of them; 
show slightly diminishing cost as more books are printed from! 
the same plates. On the whole, the cost per unit is much lessi 
for a large edition than for a small one. A common device of; 

i This patent expired in tho United States in 1906. ' 
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poblisliers is to issue a limited edition, often with numbered copies, 
and dispose of it at a liigli rate to collectors and other persons 
who prize the possession of a rare thing. They calculate that the 
profit will be greater from a small edition at a high price, than 
from a large edition at a low price. The same result appears 
with scientific books, which often appeal to but a small circle of 
readers and for which the demand is inelastic. The few copies 
printed are sold at a comparatively high price to those who desire 
them. Were they salable in large quantities, their cost and prob- 
ably their price would be lower. On the other hand, new books 
which many people may be tempted to read — popular novels, for 
example — are sold at the outset for a lower price, for they present 
the conditions both of decreasing cost and of elastic demand. 

It is obvious that under conditions of increasing cost (dimin- 
ishing returns) the situation of a monopolist will again be differ- 
ent. /The probability of a sharp limitation of supply is evidently 
greater if the increase of supply entails greater cost for the addi- 
tional output. If the demand be highly inelastic, the monopolist 
will certainly be disposed to restrict his output very much; for 
the price he can get will rise much with lessened supply, while 
his expenses will fall. )And even with an elastic demand, he will have 
to reckon, not indeed with rapidly falling price as output increases, 
but with some increase in cost. Monopoly, however, with dimin- 
ishing returns is probably rare. It may appear in the case of some 
uncommon mineral products, obtained from a single source of 
supply or a few combined sources (the South African diamond 
mines possibly present an example). On the whole monopoly con- 
ditions, complete or partial, are much more likely to be found with 
commodities produced under constant or under increasing returns. 

§ 4. \MonopoIy presents another possibility ; different install- 
ments of the supply may be sold at varying prices. ^ Under com- 
petition, one price prevails thruout the market; "no one seller 
is allowed by the pthers to get a higher price. In the preceding 
paragraphs it has been tacitly assumed that the same holds good 
under monopoly. But it does not necessarily hold. 

Look, for example, at Figure 9 (p. 199) representing monopoly 
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under the conditions of constant cost The monopolist cannot 
“ but look with longing eyes at the possible profits represented by 

the area CPA^C^. It is true that the one uniform price yield** 
ing him the largest gain may be the price OP' (— PP'), at which 
his monopoly profits are OP'P'O", But may he not get in addL 
^ tion the extra profit potentially to be had on the quantity OA, 

which would selh if put on the market by itself, at the price 
May he not charge a high price to the richer or more eager buyers, 
while selling at a lower rate to those not able or willing to pay the 
" high price ? ^ 

To sell directly and openly at varying prices to different pur- 
chasers is, to be sure, not always feasible or politic. There is the 
possibility of resale by the favored purchaser. Moreover, the 
instinct of equality or ^^fair treatment is to be reckoned with. 
Its violation arouses a feeling of resentment, which may affect 
I purchasers or lead to hostile legislation. Hence the monopolist, ; 

if he discriminates, is likely to disguise his discrimination. But 
in some degree he will not infrequently secure from the upper : 
strata of buyers that higher price which would otherwise inure 
I to them as consumer's surplus, 

/ Thus the monopolist may put the commodity on the market in 
^ mstallments. He may sell at a high price first to those whose | 

demand is keenest; and then, after a pause, put on the market 
a further supply at a lower price-V Substantially this is often 
done by publishers with copyrighted books, especially such as ] 
I are reasonably sure to have a considerable vogue, A first edition | 

is offered at a comparatively high price. After a season or two, j 
a much cheaper ^'popular'' edition is put out, tempting a whole J 
^ army of buyers for whom the first edition was too expensive. ^ 

^ There is, indeed, some pretense of a difference between the two. I 

: The popular edition is printed on cheaper paper, has a less elaborate ? 

binding,' or may be in paper cover. But the difference in cost [ 
between the two forms is usually small and by im means accounts I 
for the difference in selling price. That difference results in the : 

‘ main from the publisher's effort to tap in succession® the several ; 

I strata of buyers. I 
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Something of the same sort happens not infrequently in the 
case of patented articles. These may be sold at a high price 
for the first installments put on the market, and at prices much 
reduced as the great mass of buyers are sought. There is, to 
be sure, another factor, already referred to. Being patented, 
the articles must be of a new sort; since the law gives the 
monopoly, or patent, only on the ground of this novelty. The 
market is necessarily uncertain. The patentee is likely to pro- 
ceed cautiously. The moderate quantity put on the market 
at the outset does not allow the advantages of large-scale pro- 
duction; hence, tho price is high, cost also is high. If it were 
certain from the start that the article would find a wide sale, 
large plant and elaborate division of labor might be applied 
from the beginning, great quantities might be produced, a small 
part sold at once at high prices, the rest stored away until it 
was time to satisfy the demand at lower prices. But this in- 
volves risk. Commonly, the earlier installments are produced 
and sold tentatively, and the advantages of low cost are not 
reaped until the possibility of large sales at low prices is proved 
by successive experiments. 

A direct instance of discrimination in price seems to be supplied 
by the telephone. This is a monopoly in most commimities, 
and indeed, whether under private or public management, ought 
to be a monopoly. The commodity, or service, is not of a trans- 
ferable kind; hence one obstacle to discrimination — possible 
resale — ^is out of the way. Telephone rates are commonly 
adjusted on the basis of what the user can pay ; they are higher 
in cities and in thickly settled districts than in rural districts. 
Some parts of the variations in charges are doubtless due to dif- 
ferences in cost, but in the main they seem to be the outcome of 
monopoly conditions. This outcome is not necessarily objection- 
able ; it might be reached under public ownership as well as under 
private; it is adduced here simply by way of illustrating the 
peculiarities of monopoly prices. 

A convefSe case occurs when a monopoly charges a level rate 
to all persons, under conditions which would lead competing 
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producers to charge rates varying according to cost. Probably 
4e uniform fare in American street railways could not be main- 
tained but for monopoly conditions. Custom/ convenience in 
collection, and a disposition to conciliate the public, account 
here for the one rate of fare which the monopoly charges. The 
most striking case of this sort, however, is where a public authority 
carries on an industry as a monopoly. The uniform rate of post- 
age on letters is to be explained largely in this way. The two-cent 
rate is highly profitable on short distance letters, and especially 
on letters in the large cities. If competing producers carried 
on the business, some of them would enter this profitable part of 
the field and carry letters there for much less than two cents. 
Private individuals or corporations who might undertake letter 
service in outlying districts of thin population, especially the rural 
districts, would have to charge considerably more; or else the 
government would have to do the work at a heavy financial loss. 
The existing monopoly enables the government to cover the 
loss in one region from the profit in another. The postal serv- 
ice is administered at a very moderate uniform rate, either with 
profit as in European countries, or at a comparatively small 
loss as in the United States. The social and educational advan- 
tages of thus conducting the service, as a monopoly with uniform 
rates, are too obvious to need emphasis. 

§5. The possibility of charging different prices to different 
purchasers explains the phenomenon of “dumping — that 
is, the disposal of commodities in a foreign country at one price, 
and to domestic purchasers at another and higher price. In 
the absence of monopoly — that is, if producers were competing 
freely — all purchasers would get commodities at the same 
price. The producers might indeed gain collectively by selling 
part of the supply at a low rate and the rest at a higher. Where 
market conditions happen to be disadvantageous, and where the 
total supply cannot be sold on remunerative terms, there is a 
strong inducement to resort to such tactics. But no one producer 
will sacrifice himself for the benefit of the rest ; he will nat slaughter 
the whole or a part of his stock in order that others may gain. 
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If however all were to carry out an agreement to sacrifice each 
a specified share of his supply, reserving the remainder for higher 
prices, the object might conceivably be accomplished. Here, 
to be sure, there is this obstacle: a possibility that the favored 
purchaser may resell to those from whom it is proposed to exact 
the higher prices. But if the favored purchaser is a foreigner, 
and if a heavy duty on imports prevents him from sending back 
the “dumped” commodity to the domestic market, the obstacle 
is removed. The domestic price can then be kept higher, and the 
gain from this source may outweigh the loss on the dumped sales 
to foreigners; especially if the commodity be one for which the 
demand is inelastic and of which an increased supply on the 
domestic market would greatly depress the price. I If the operation 
be carried on by a compact monopoly, it is possible that the 
foreign sales themselves will be at remunerative rates, and that 
the higher domestic price will yield monopoly profits still fur- 
ther enhanced. } 

The more complete the monopoly, the more likely will be 
inequalities in the nature of “dumping.” Even in cases of half- 
way monopoly or temporary monopoly, something of the sort 
may happen, tho the discriminations will be less striking and 
less continued. Any producer or vendor of a “specialty” — 
a particular brand, an unusual commodity— is apt to be for 
a time in a position of semi-monopoly. So far as he controls 
the given article, he may find it advantageous to get rid of part 
of his supply in a foreign country, or in any out-of-the-way region 
in order not to “spoil” his domestic market. Where control 
of the market rests only on good will, or on established plant 
and reputation, the extent to which dumping can be carried is 
obviously less than in the case of a firm and enduring monopoly. 
Where on the other hand many producers are steadily competing 
in the sale of a staple commodity, dumping will not arise at all. 

§ 6. Complete and unqualified monopoly is rare. Hence 
too much stress should not be laid on the theory of monopoly 
pdce in explaining the phenomena of actual life. 

^ A monopoly exercised by a government for fiscal reasons eives 
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perhaps the best chance of exacting the full monopoly profil 
When the Khedive of Egypt, in the days before the English 
occupation, maintained a monopoly of the salt trade, he proh 
ably squeezed out of it remorselessly all that could be exactei 
from his unfortimate subjects/ But fiscal monopolies do no 
generally exercise their powei* to the utmost. They are not un 
common in civilized countries, being simply a method of seeuriuj 
public revenue by monopoly management instead of by taxes 
Such are the tobacco apd salt monopolies in Austria, Italy, anc 
Japan, the tobacco mqdopqly in France, the spirit monopoliej 
in Switzerland and I^fissia* These are rarely exploited up t< 
their maximum yieljl. A given net revenue, varying accord- 
ing to the financial/needs of the several states, is sought, and 
the adjustment of ^pply and of prices is pressed no further* 
Patented and cdpyrighted articles, again, seem to fulfill the 
conditions of perfect monopoly ^ the law forbids competition 
once for all But the holder of such a monopoly must reckon 
with the competition of more or less available substitutes, and 
thus is compelled to abate his prices and enlarge his supplies 
more than he would otherwise do. ^Copyrighted books, for 
example, must meet the competition of other copyrighted books 
of a similar kind, not to mention those on which the copyright 
has expired.^ A first-rate textbook yields a good monopoly: 
profit, sometimes a very high one. Yet if the price be put too: 
high, others little worse can be used in its place. The gain from 
a copyrighted or patented article often arises not so much from 
selling it at a higher price than others of a similar sort, as from 
selling much more of it at about the same price. This gain is; 
obviously the greater if the conditions of production are those of 
decreasing cost. r 

In other cases, also, of real or apparent or halfway monopoly,; 
there are commonly checks. Many so-called monopolies lack| 
a legal basis and even a solid industrial basis. Such is the case; 
with most of the "trusts'^ which have been formed by horizontal, 
combination. They must be ever on the watch against com*i 
petitors, and very few, if any, are in a position to exercise un-; 
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restrained monopoly power. Otliers, again, tho more securely 
founded, must be on their guard against regulation or displace- 
ment by public authority. Such are the so-called “public serv- 
ice” industries — the railway, the street railway, the telegraph, 
the telephone, the gas companies. Both of these sorts of cases, 
80 important in modern industry, will engage our attention as 
we proceed. Here it suffices to note that the monopoly is in one 
way or another qualified. 

Finally, the dullness or torpor of a monopolist must be reckoned 
with. The strict reasoning of the theory of monopoly price 
assumes him to press his advantage shrewdly and to the utmost. 
He may do nothing of the kind. The spur of competition — 
tlie one force which more than any other stimulates enterprise 
and business intelligence — is lacking. The secure monopolist 
is likely to be content with a good comfortable profit, and to 
let well enough alone. It may happen, indeed, that another 
and shrewder person will see the possibilities, buy out the inert 
possessor, and proceed to manage the affair with more vigor and 
profit. Such has been not infrequently the course of events in 
the public service monopolies of modern times, especially those 
whose possibilities of profit have been connected with changes 
in the arts and the rapid growth of great cities. But this is not a 
mattesr on which prediction can be ventured. The actual work- 
ing of monopoly is often highly uncertain and irregular. 

§ 7. It remains to say a word about one form of monopoly 
which frequently comes into public notice, the “corner.” { This 
word usually implies not that the sources oF production have 
come permanently under monopoly control, but that the avail- 
able supply has been got for the time into a single hand. Re- 
currently persons of speculative bent try their hands at this 
operation, buying up the whole supply of an article, and then 
adling it, if possible, at a large profit., 

So far as the ordinary course of market prices is concerned, 
mere cornering has no effect. If supply remains the same, price 
to consumes will not be more or less because an article is in 
single hands. Yet the cornerer may make money. If so, this 
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is because he has foreseen more quickly or more shrewdly th^ 
others a shortage in the seasonal supply. By buying the who' 
of it at moderate prices from producers or dealers less shrew< 
he may profit by an ad^vance. But that advance was certai 
to come sooner or later. The profit is not obtained at the es 
pense of consumers. The question is simply which set of pri 
ducers or middlemen will accurately gauge the market price of tl| 
season and profit accordingly. . This is especially true of articlf 
that are in consumable form, or very nearly in consumabl 
form. Such is ice, the supply of which, in regions dependin 
on natinah (wiiiter-frozen) ice, is absolutely fixed by the coi 
tingencies of the weather; or a vegetable like tomatoes, the cro] 
of which, for canning purposes, has sometimes been bought ou 
by speculators engineering a corner. The price of these thing 
is settled with much precision by the play of demand and supply 
i.e. by marginal vendibility, and it matters not to the consume 
whether that supply be in a single hand or not. 

In the case of producer’s goods, such as metals and raw materials 
the possible effect on prices from a corner is greater^ for tin 
reasons already indicated. Provided the corner is rigoroui 
— provided all the available supplies and avenues of supply 
are effectively controlled — there is at least a possibility tha 
middlemen and producers who are committed to operations h 
which the raw materials are needed, will be mulcted for a highej 
price than would rule without the corner. 

Quite another situation appears when the persons against 
whose purses the corner is aimed are not the consumers, bui 
other dealers and speculators, and especially the speculator? 
who have been buying or selling for future delivery. Mosl 
speculators are simply betting on future prices. They are doin| 
so, in the majority of cases, with incomplete or ill-interpreted 
information. A speculative corner is commonly directed against 
those who have sold for future delivery — that is, those who 
have agreed to sell for a given price, at a fixed date in the future, 
something which they do not own./ A shrewd and daring person, 
or even one not shrewd but only daring, who beliewes that many 
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persons have oversold for future delivery, may try to buy up 
the whole supply available at the stipulated date. If he succeeds, 
he may then dictate the price at which they must buy from him, 
in order to keep their engagements; and the difference between 
that price and the price he has paid for his purchases makes the 
profit of the corner. Evidently the persons who are directly 
affected are not the consumers, but only other dealers and specu- 
lators. In so far, it is a case of diamond cut diamond. 

Yet the consuming public is by no means without its con- 
cern in these speculative corners. Some of its purchases may 
be of a sort that cannot be postponed, and must be made at the 
ruling market price. This buying comes from those more eager 
or necessitous persons who would ordinarily get the article at 
the normal market price and would secure a consumer's surplus. 
During the crucial period of a corner — say during the month 
of May, if wheat for May delivery is the bone of contention 
— wheat will sell at an artifidally high price. , The cornerer 
is intent on buying every part of supply that comes to market, 
to prevent his opponents from getting the means of satisfying 
their contracts. These opponents, in turn, are under no less 
pressure to secure the supplies.; Until the struggle is over — 
until either the corner “bursts” because the cornerer finds he 
cannot possibly buy the entire supply, or else the “short sellers” 
acknowledge themselves defeated and “settle” with their oppo- 
nent — so long the market price is high, and those who are under 
the necessity of buying for bona fide use must pay accoMinglyf i? 
When the struggle is over, price goes back suddenly to the normal 
level for the season, or even below that level; 'Most consumers 
are no worse off than before, and sometimes are better off in con- 
sequence of the rapid disposal of supplies long withheld from the 
market. 

Successful corners are rare. Usually those who attempt them 
underestimate the supply and overstrain theh credit. (When 
the bidding of the Seontendmg speculators raises prices, all sorts 
of unespected npol^s and crannies prove to harbor scraps of 
supply that Sre hurried on the market to take advantage of the 
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golden opportunity ; while the usual consumption is curtailed, 
and so far leaves more of the usual supply available^ In order 
to hold the corner, enormous sums must be provided, always by 
borrowing on a vast scale, with hypothecation of what is already 
controlled ; and the insistence of a large creditor may precipitate 
a collapse. Where the commodity is not, like agricultural prod- 
ucts, the subject of seasonal cultivation, but is continuously 
produced, the dilSculties in the way of a corner are even greater. 
In 1887-88 a noted attempt was made by a group of French 
speculators, headed by one Secretan, to corner copper. ; At once 
copper poured in from every part of the world, and all sorts of un- 
known or half-worked mines added to the product. ■ The corner, 
after keeping up prices for many months, and causing disturb- 
ance and expense to those whose purchases had of necessity 
to be made during its operation, finally failed disastrously; its 
promoter was led to suicide, and a great French bank which had 
lent him large funds was compelled to suspend payments.) 



CHAPTER 16 

Joint Cost and Joint Demand 

Section 1. Joint cost: effect of increase or decrease in demand. Influence of 
separable items of expense. “By-products.” Complex case where 
both monopoly and joint cost exist. Influence of large plant, 214 — 
Sec. 2. Joint demand. The constituent most limited in supply feels 
most the effect of an increase of demand. Labor in building trades as 
an illustration. Joint demand usually causes peculiarities less enduring 
than those arising from joint cost, 218. 

§ 1. Not infrequently commodities are produced at joint cost ; 
the same operations which turn out one in the group turn out 
another also. Such are mutton and wool; beef, hides, and horn; 
copper, gold, silver from ores containing these diverse metals; 
cotton fiber and cotton seed. Commodities produced at joint 
cost are of interest to us because of the peculiar problems of 
price which they present. 

A perfect example of joint production is that of cotton fiber 
and cotton see^*!?' To make the fiber marketable, the seed must 
be separated from it; all the expenses of cultivation and of gin- 
ning are necessarily incurred for the two together.^'^But the 
prices per pound at which fiber and seed sell are verj^ different. ; 
For every pound of lint (fiber) there are about two pounds of 
seed. At the prices of a five-year period (1903-08) the fiber 
sold at about ten cents a pound; the seed at about one half cent 
a pound. It may be assumed, with little divergence from the 
facts, that cotton is produced under conditions of competition, 
and that there is a large margin at which the cost is practically 
constant. Fiber and seed between them therefore sell, taking 
thmr average prices oyer a series of years, for what it costs to 
produce them. But the apportionment of this total price be- 
tween the two joint products depends on the relative demand 
for them, or, in the terms which ive have learned to use, on their 
marginal vendibility. The marginal vendibility of the cotton 
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fiber from a given crop is mueb greater than the marginal vendi- 
bility of the seed produced along with it; hence cotton sells at a 
much higher price per pound. 

It follows that an increase of demand for a commodity which is 
produced jointly with another, may cause a fall in the price of 
that other. If the demand for cotton increases, its price will 
rise. This will not directly affect the price of seed, for which the ? 
supply and the conditions of demand remain the same. But 
the higher price of cotton is likely to stimulate production, and 
more both of fiber and of seed will be brought to market. The 
conditions of demand remaining unchanged for seed, its price 
must fall as supply is enlarged. Production will be increased 
until, in the end, the two between them will again sell for their i 
joint expenses of production. But as the seed now sells at a lower | 
price, the fiber must sell at a somewhat higher price ; and the ‘ 
definitive outcome of the greater demand for fiber will thus be a , 
larger output of both constituents. It will cause a higher price 
for the one and yet entail a lower price for the other. The opposite 
effect would follow if demand for one of the articles should be- 
come not greater, but less. 

In most instances of joint cost, the situation is not so simple as ) 
this; for usually each article entails some separate items of ex- i 
pense. It is rare that, as with cotton fiber and cotton seed, all 
the expenses are incurred, to the very last stage, jointly for the j- 
two. The common case is more like that of wool and mutton ; j 
tho produced in the main at joint cost, each brings some special I 
expenses of its own. The wool must be sheared; the sheep | 
must be slaughtered and dressed for mutton. Wool and meat |> 
must each sell for at least the special cost connected with them, i 
so a minimum price is set. In what proportion the remaining [ 
(joint) cost will be secured from the two will then depend on | 
the play of demand, as in the simpler case of cotton fiber 
and seed. 

^he phrase "by-products” is often applied to denote some 
of the commodities produced at joint cost.V When one of them 
habitually sells at a much lower price than tme other, it is spoken 
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of as a by-product; or when a material for which no use has 
been known comes to be utilized and to have a market value, 
it is so described. Both reasons explain why cotton seed is com- 
monly spoken of as a by-product, and not, as in strictness it should 
be, as a joint product. One of the most striking instances of joint 
cost is in the utilization of the various parts of slaughtered ani- 
mals. The hide, the bristles, the bones, the horns, the hoofs, 
the blood, the various organs, all are turned to some sort of use 
— usually with items of special cost pertaining to each. As 
the meat is the most important and familiar product, the others 
are commonly called by-products. 

The advance in the arts of production, especially under the 
influence of chemical science, has led to the utilization of many 
materials previously thrown away, and so has made the principle 
of joint cost of wider and wider application. Wool, produced at 
joint cost with mutton, further ilhistrates also this aspect of 
the principle. As wool comes from the sheep’s back, it contains 
much fatty matter, which must be got rid of before the fiber can 
be used for textile purposes. This matter, formerly waste, has 
in recent times been extracted, in some degree refined, and has 
proved useful in treating leather and for other purposes.'] Simi- 
larly, cotton seed, itself a joint product, supplies not only the 
oil pressed out of it (and that oil of various grades, serviceable for 
various purposes), but also the oil cake remaining after extrac- 
tion, which is used as food for cattle. The slag which comes to 
the surface of the molten matter in a pig-iron furnace, and of 
which vast quantities formerly accumulated near the furnaces 
(some parts being perhaps turned to account locally as ballast 
under railway ties) has lately been used as a material in the 
manufacture of cement.^ ( Coal tar, one of the by-products from 
the making of gas and coke, has been found by chemistry to con- 
tain the materials for cheap and effective dyestuffs and also for 
important drugs., The crude oil which comes from the coal- 
bearing strata, and which has formed so wonderful an addition 

^ Iii^'C3fi»rmaay^the slag left by the Thomas and other basic processes is the most 
important source of supply of phosphorus used as fertilis&er. 
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to man’s resources during the last half century^ is the basis of 
a number of products, having partly joint cost and partly special 
cost — kerosene (illuminating oil), naphtha, gasoline, lubricating 
oil, dyes, paraffin and candles, vaseline. 

For the utilization of some joint products a large plant is in- 
dispensable ; as in the case of wool grease or coal oil products, 
In so far, the advance of the arts has promoted the growth ol 
large-scale production, and so has intensified the social problems 
which arise from it. Large-scale production, in turn, may lead 
to monopoly or largely facilitate it. 'Then another complica- 
tion appears. Either monopoly alone or joint cost alone entails 
consequences for value which diverge far from the simpler cases. 
When the two are combined, a variety of interacting forces must 
be considered — joint and separate cost, marginal vendibility 
and elasticity of demand, monopoly and maximum profit, and the 
effects upon monopoly of possible competition, of public opinion 
and public regulation, and of inert management! The Standard 
Oil Company in the United States illustrates all these complica- 
tions. It long had a more or less effective monopoly, due to vari- 
ous causes, among which large-scale production and the utilization 
of joint products have played their part; and these various 
joint products were marketed at prices influenced by all the 
factors mentioned in our discussion of monopoly, except probably 
that of inert management. 

Whenever a very large fixed capital is used not for a single 
purpose, but for varied purposes, the influence of the principle 
of joint cost shows itself. Of this the most striking instance 
appears in the adjustment of railway rates — a case, however, 
so complex that its consideration is best postponed to a later 
chapter.^ Where a large plant is used for producing one homoge^ 
neous commodity — say steel rails or plain cotton cloth 
the peculiar effects of joint cost cannot, of course, appear. True, 
if such a plant, or combination of plants, has a monopoly or 
semi-monopoly, there may be varying prices for different portions 
of the one homogeneous product; there may be (jumping/’ as 
. * See Chapter 62, especially 5 3. ^ 
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in the ease of steel rails.* But this is a very different phenomenon 
from that of value under joint cost. 

§ 2. A different case from joint cost is joint demand, where 
what is wanted is not a single article, but a combination of articles. 
Thus a demand for dwellings is a demand for the completed accom- 
modation. The purchaser is indifferent to the prices for brick, 
wood, glass, hardware; all he looks for is the house which com- 
bines these various materials. 

If we suppose an increase in the demand for houses in a given 
district, and a rise in their prices, the change will be reflected in 
a rise in the prices of the several materials. If the materials 
were used solely for the construction of houses, and if they 
were put on the market under the same conditions — all equally 
limited in supply, or all equally extensible in supply — there 
would be no reason for expecting a greater rise in price for one 
than for the others.. But the conditions of supply, as of demand, 
are likely to be different for the several constituents. Some 
may be easily obtainable in unlimited quantities at short notice ; 
some may be temporarily or permanently limited. So far as any 
constituent is solely devoted to the given purpose and is limited 
in supply, so far is it likely to be peculiarly affected by the changes 
in demand for the joint product. Those constituents which 
serve other purposes also, and hence are op the market for mis- 
cellaneous sale, will be diverted toward the joint product by the 
increase in price; enlarging supply here will check in some degree 
the rise in price. If the supply of any constituent be unlimited and 
easily extensible at constant cost, its price will not rise at all. 
Supply will promptly respond to the new demand, and the effect 
of that demand will appear solely with the other constituents. 
And if all the constituents except one be easily procured in larger 
quantities, and if their supplies thus respond quickly to an in- 
creased demand, that exceptional constituent will get the full 
benefit of the increase in price. 

The different kinds of labor needed in building operations, as 
well as the^different kinds of materials, illustrate the working 

^ " * See above, Clmpter 15, |§ 4, 5. 
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of joint demand. A demand for houses and business premises 
means a demand for all kinds of workmen — for unskilled laborers, 
for bricklayers, masons, and carpenters, for plumbers and elec- 
tricians, and (in the case of high structures in American cities) 
for ironworkers. Some of these occupations are so widespread 
that an increased demand for a particular kind of labor in any one 
place easily draws an increased supply. This is most obviously 
true of ordinary manual labor — plain pick and shovel work 
More of it can usually be got with little difficulty from other 
places. With the rougher kinds of carpenter’s work the situa- 
tion is similar. But it is different with the highly skilled trades 
and with those to which access is fettered by trade-union re- 
striction. Here it is more difficult to add to the labor supply. 
Hence increased activity in building may have the effect of very 
greatly raising the wages of the workmen in these groups, while 
bringing comparatively little change for the others. Such a 
result has in recent years appeared frequently in American cities, 
strikingly so in New York. The rapid growth in urban popula- 
tion, combined wuth great improvements in building methods, 
has brought about astonishing activity in adding to and in re- 
modeling dwellings and business premises. Certain kinds of 
laborers, not easily increased in supply by recruiting from other 
occupations or from other places, have been in insistent demand 
— such as plumbers, tile workers, electrical workers, house- 
smiths (i.e. structural ironworkers). These have felt more than 
the\others the demand for the joint product, and have secured 
extraordinarily high wages. Artificial restriction of the supply 
by trade-union regulation has sometimes played no small part in 
securing for them an exceptionally larger share of the possible gain. 

Ordinarily:(joint demand has not the same sort of permanent 
effect on value that joint supply has.^ In the long run, the con- 
ditions of supply are the more imfwrlant in affecting value>\ 
Tho it is true, as appears most strikingly in the cases of in- 
creasing cost and of monopoly value, that there is a constant 
interaction of supply and demand, the dominant forces for most 
commodities are those of supply. Where an increased joint demand 
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affects most strongly sooie one commodity or some one kind of 
labor, because that happens to be the constituent whose supply 
is least easily extensible, there is none the less likely to be an 
increase in its supply/ A readjustment of value takes place of 
the same sort as would have taken place if the demand had been 
not Joint, but solely and separately for this one thing. If more 
brick is wanted, more will be produced; and an increased de- 
mand for houses, tho it may for the moment raise the price of 
brick, will not do so permanently. But the situation is different 
with joint cost; an increase in the demand for cotton fiber may 
have a permanent effect in lowering the price of cotton seed. 
The immediate effect of an increase of demand is usually greater 
in case of joint demand ; but the ultimate effect is usually 
greater in case of joint supply. 

Refebbnces on Book II 

Easily the first aad most valuable book to be consulted on the theory of 
value is A. Marshall, PririGiples of Economics (6th ed., 1910), especially Books 
lil, IV, V. An admirable introductory sketch is in T. N. Carver, Distribu- 
tion of Wealth, Chapter I ; another excellent compact statement is in I. Fisher, 
Elementary Frindples of Economics, Chapters XV-X VI. On the play of utility, 
see P. H. Wicksteed, The Common Sense of Political Economy (1910) / Chapter 
II of Book I and Chapter III of Book II are valuable supplements to Mar- 
shaiFs discussion of consumer's surplus. Compare also M. Pantalepni, Pwre 
(English translation, 1898), Part IL 

On speculation, consult H. C. Bpectdation in the Stock and Produce 

Exchanges of the United States 

The so-called Austrian theory of value, in which stress is laid on utility as 
dominating value, is set forth most fully in F. Wieser, Natural Value (English 
translation, 1893). A more compact statement is in Bohm-Bawerk, Positive 
Theory of Capital (English translation, 1891), Books III and IV. 
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CHAPTER 17 

The Pbecious Metals. Coinage 

Section 1, The precious metals the main constituents of the circulating 
medium, 223 — Sec. 2. Qualities that have caused them to be selected 
for monetary use: luster, freedom from deterioration, limited supply. 
Their value and monetary use now rest largely on convention, 224 — 
Sec. 3. Coinage a public function. Free coinage; bullion and coin 
interchangeable. The mint price of gold, 226 — Sec. 4. Plentifulness of 
money is in itself a matter of indifference, 229. 

§ 1. We have already considered the part which money plays 
in the division of labor.^ the medium by which exchanges 

are effected/ and by whicn the consequences of the division of 
labor are worked out. It is the medium, too, in which the rela- 
tive values of commodities are expressed. ^ At any given time, 
the price of a commodity registers its value. If iron sells for one 
cent a pound, and copper sells for ten cents a pound, their rela- 
tive values are as one to ten. If the price of copper rises to 
twenty cents, iron remaining as before, their relative values be- 
come as one to twenty. But if iron sells for two cents, and 
copper for twenty, their values remain as one to ten; and what 
has happened is a change in their value relatively to the cents. 
A rise in both prices has taken place, which means a fall in the 
purchasing power of money; that is, a fall in its value. (Thus 
money, tho an accurate measure at any given time, is by no 
means necessarily an accurate measure for different times.^ The 
most difficult monetary problems are those concerning the vari- 
ations in its own value, that is, concerning the fluctuations in the 
general range of priees. 

We have seen also that, while any commodity that is in gen- 
eral demand may serve the purpose of a medium of exchange, 
the most important by far have been gold and silver. Thruout 
most of the period over which the historical record»>extends, they 

» Chapter 8. 

223 
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have been the main constituents of the circulating medium. Dur- 
ing the last century they have been supplemented to a high degree 
by paper substitutes or equivalents, and monetary conditions 
have been by this process profoundly affected. But specie^ 
is still, and bids fair long to remain, the basis of the medium of 
exchange for all advanced countries. We can best begin the dis- 
cussion of monetary questions by treating them as if specie were 
the sole constituent of the medium of exchange ; introducing 
thereafter the several qualifications which arise from the use of 
paper money and of the complex credit instruments. 

1 2. Historically, the chief reason why gold and silver became 
the money metals was that they satisfied the craving for adorn- 
ment. . Things that minister to the deep-rooted love of display are 
in unfailing demand; and any commodity that is in unfailing de- 
mand may perform passably the functions of a medium of exchange. ' 
Hence the wide variety of things that have so served — - cattle, 
grain, salt, furs, tobacco, and what not. It is the luster and sheen 
of gold and silver that caused them to be highly prizS in the early 
stages of civilization, when other ways of producing these effects 
were not known. The glitter of the bauble is the origin of the 
monetary use of the precious metals; precisely as glass beads and 
scarlet cloth are serviceable for barter by explorers who push into 
those regions (now few) where savagery is still unaffected by the 
conventional ways of civilized man. 

Other qualities contributed greatly to making gold and silver 
the money metals. They are singularly free from liability to 
deterioration. Rust does not affect them. They retain their 
luster with Tmusual constancy. Most important of all, they 
have proved to be suffic.igni^jbundant for-mon^ y: use , and yet 
not so abundant that they have ceased to be prized. Any metal 
that is fairly scarce might be selected for monetary use. Iron 
was used in the early days of Rome. Copper was used to a con- 
siderable extent in later times ; and it is still in use, though only 
under conditions that deprive it of much significance. In the 

* I tiae “speciS" to mgnify gold and silver used for monetary purposes, whether 
ooined or uneoined. 
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course of time, botli iron and copper have been discovered and 
produced in such great quantities that they have ceased to have 
any special value from their rarity. Gold and silver remain 
comparatively scarce. Tho common, and very widely distributed 
(gold perhaps most widely distributed of all), they are rarely 
found in large amounts, or under conditions which enable great 
quantities to be secured at small cost. It is true that highly pro- 
ductive mines have been not infrequently discovered, and during 
our own time new sources are being exploited to a striking extent. 
Some of these changes have had far-reaching effects on prices 
and on the modes of use for the two metals. Some of them, too, 
have caused the question to be raised, at one time and another, 
whether silver, or gold, or both, might not become so abundant 
and so cheap as no longer to be fit to serve as money. On the 
whole, however, their scarcity and high cost have continued. Tho 
now produced in quantities that are enormous compared with ; 
those of former centuries, their annual production is still very , 
small as compared with that of iron, lead, copper, tin, and zinc.^ 

The eontiniied use of gold and silver for money rests very 
^^gely on conyentm^ not on the intrinsic factors of beauty and 
scarcity. Once established as the money metals, they retain 
their position to a great degree by force of custom. ^Anything^ 
which passes readily from hand to hand has value from its mere/ ; 
acceptability^ The strong influence of convention and habit 
is illustrated by the wampum of the American Indians. These ; 
strings of shells, originally sought because fancied for ornament, ; 
were in course of time accepted, without thought of their ornamen- 
tal qualities, as a medium of exchange for the Indian tribes and ■ 

* The total production, the world over, of the more familiar metals was in 1900 : — 

MetricToua f 


Pig Iron 41,000,000 

Lead 860,000 

Copper 486,000 t 

Zinc 471.000 : 1 

Tin 85,000 t 

Aluminum . . 7,800 

Nickel 7,500 > 

Silver ^,650 f 

Gold BBS I 
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the early settlers. Among certain African tribes^ tiny axes (called 
bikei) serve as the medium of exchange. It is clear that they are 
conventionalized vsurvivals from a time when the purpose was 
served by real axes> which had the prime quality of general ac- 
ceptability.^ Paper money illustrates the same tendency. In 
the first stages of its use, it had to be really exchangeable on de- 
mand for specie; otherwise it would not be taken in payment. 
But "once people were used to it, and accustomed to seeing it re- 
ceived by every one and paid out by every one, it could circulate 
as money with little reference to its convertibility into specie.^! 
Specie has bad for many centuries the established position which 
paper money has secured within very modern times. Just be- 
cause all the world accepts it as money, it is peculiarly fit to serve 
as money. 

Further, the fact that specie serves so universally as money 
tends to maintam its value, by giving it a utility for social pres- 
tige. Many of the non-monetary purposes for which gold and 
silver are used have become of minor importance. Brass and 
sundry imitations often do as well. Between the serviceability 
of plated ware and of solid silver there is no substantial differ- 
ence. The one great utility which the sterling metal retains is 
like that of the diamond — it satisfies the love of distinction. 
The fact that gold and silver are used as money keeps up their 
value ; the fact that they are valuable gives them utility for dis- 
play; and this in turn serves to sustain their value for monetary 
as well, as for non-monetary uses. 

§ 3. Coins are stamped and certified pieces of metal. Uni- 
formity, and consequent ease in reckoning prices, are made pos- 
sible by coinage.. The fact that the monetary metals can be split 
up into pieces absolutely uniform is one of the qualities which 
fits them for this use; tho, to be sure, it is a quality possessed 
not only by gold and silver, copper and nickel, but by other metals 
as well. 

Qjinage has been almost universally carried on as a public 

» See ilifla Mary Kingsley’s Tramla in West Africa^ p. 320. 

* below, Chapter 23, 1 1. 
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function. In all advanced countries it is now so carried on with- 
out exception. Conceivably, private persons might undertake 
it, the users of money being allowed to judge of the weight and 
fineness of the pieces as they are allowed to judge of the quality 
of the spoons and forks which they use. In this way silver is 
used to the present day as the medium of exchange in China. 
But? the convenience of coins as the medium of exchange would " 
be immensely lessened if every one had to ascertain for himself 
whether each piece was what it purported to be. Governments 
therefore reserve to themselves the monopoly of coinage/ and pun- 
ish as a crime the manufacture by private persons of money pieces. 
Historically, a strong reason for the public monopoly of coinage 
was the desire of kings and princes to make a profit by coinage : 
operations, often dishonestly, thru intentional debasement of the ' 
coin.^ r In modern times, however, the monopoly is maintained 
because through it alone uniformity in the circulating medium 
can be assured.f 

Coins are so manufactured that they cannot be clipped or 
whittled without easy detection of the defect. Hence designs 
are always put on both sides, and the edges have corrugations ; 
(milling) or lettering. If the coins were simply round flat pieces ? 
of metal with smooth edges, shavings could be scraped or cut ? 
from them without easy detection. Such "sweating was 
common in earlier days, before the art of coinage had been per-" 
fected. Modern machinery turns out pieces so skillfully manu- ; 
factured that troubles of this sort have practically ceased. 

Coins, again, are never made of pure metal. Gold and silver, ■ 
without alloy, are soft, and coins made of them alone would wear 
out fast under active use. Hence a small percentage of base ' 
metal — usually copper — is added, the mixture giving the needed 
hardness and toughness. In most countries, gold and silver 
coins are 900 fine ; that is, they contain 900 parts in gold or silver ; 
for every 1000 of gross weight. This is the fineness of the coins ; 
of the United States. jGreat Britain still coins her gold pieces ? 

o 1 

i For a modem instance of the same sort, see SIatin*s Fins and Sword in the Sudant I 
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with a fineBess of 91 Of; that is, the proportion of alloy is not 1 
in 10, blit 1 in 12. 

In the t;>^>ical case, which alone we consider for the present, 
there is free coinage. That is, every holder of bullion may bring 
it to the mint, and no matter how much he brings, may have 
it converted into coin. The cost of manufacturing the coin is 
usually borne in modern communities by the public. When 
so borne, coinage is gratuitous as well as free. But the mint 
may return to the applicant coins containing a slightly less amount 
of specie than he presented. The difference retained by the 
mint then constitutes a charge to meet its expenses, in whole 
or in part. Such a difference or deduction is called a seigniorage 
V (a name derived from the exclusive coinage rights of the king or 
Teudal seigneur) . Where a seigniorage is charged, the exchange 
value of coin may exceed to that extent the value of bullion. 
The mints of most countries, however, return to the person who 
presents gold bullion precisely the same weight of fine gold in 
the shape of coins. Sometimes, indeed, this return is not immedi- 
ate; there is a delay corresponding to the length of time required 
for the manufacture of the coin. Thus lin the 
period of six weeks usually elapses between the delivery of bullion 
and the return of coin. * Such a delay may cause the value of 
bullion to be slightly Hess than the value of coin, even tho 
there be free coinage without seigniorage, since there is a loss of 
interest during the period of waiting. These causes of divergence 
between gold bullion and gold coin — whether seigniorage or 
delay in coinage - — have ceased to be of appreciable importance. 

Not only can gold bullion be converted into coin at the mint 
without charge, or for a trifling charge, but gold coin can be 
readily converted into gold bullion, either by private melting, or 
by arrangement, common at the mints, for giving bullion in ex- 
change for^ coin at fixed rates. The situation is very different 
with silver, copper, and nickel, which are not freely coined, and 
which present problems of their own. As regards gold, it may be 
said without isubstantial variance from the facts that bullion and 
coin are interchangeable. 
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The rate at which coia is given for bullion is the ^'mint price 
of gold/' iln England the mint price of standard gold is £3 17s. 
10|d. per ounce ; each ounce is inanufaetured into sovereigns 
at this rate. In" France the nrint price of fine gold is 3447.74 
francs per kilogram, in Germany, it is 2790 marks per kilogram ; 
the figures again indicating how many francs or marks are manu- 
factured from the kilogram of gold. Because the amount of gold 
coin given for bullion never varies (so long as the coinage legisla- 
tion remains unchanged), people often speak of the value of gold 
as unvarying. Accustomed to think of all exchanges and all values 
in terms of price, they think of the value of gold as the price (the 
mint price) of gold bullion. But obviously the purchasing power 
both of gold bullion and of gold coin is a very different matter. 
The value of gold depends on the general range of prices of com- 
modities, or, rather it is the general range of prices; and this is 
by no means free from variation. 

In the United States, the phrase "mint price of gold" is not 
often used, because our coinage legislation proceeds not by specify- 
ing what number of dollars shall be manufactured out of a given 
weight (say an ounce) of gold, but by specifying how much gold 
the dollar shall contain. The dollar is required to contain 23,22 
grains of fine gold. Dollar pieces are no longer coined ; they 
proved too small for convenient use; :five-doIIar pieces are coined 
with five times this weight of gold, ten-dollar pieces with ten times 
the weight.^ The mint price of gold, if that phrase were used with 
reference to our coinage system, would be $20.67 per ounce. 

§ 4. Before closing this introductory chapter, something may 
be said of the place which money and the mechanism of exchange 
hold among the factors that bear on the prosperity of a com- 
munity. 

Every person sells his wares or services for money, and commands 
the wares and services of others in proportion as he has more or 
less money. ) It is natural to suppose that what brings prosperity 
to the individual brings prosperity to all. Yet a moment's re- 
flection makes It clear that here, as so often, the inf^ence is not 
warranted. If all persons sell their wares for more money, no 
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one gains thereby. The individxml gains from having more money 
only if others have 7iot more money — if he can buy from others 
at as low prices as before. If all prices and all money incomes 
are high, no one is bettered thereby. Money is the means by 
which each person procures the comforts and necessaries of life; 
or, to speak more accurately, it is the medium by which each 
person exchanges the particular things he produces or owns 
for the various commodities which he wishes to buy. The more 
money there is, the more of this medium is used in every act of 
exchange. But prosperity depends on the abundance of the 
things exchanged, not on that of the counters used in effecting 
the exchanges. 

This is so obvious that mere statement suffices for proof. None 
the less, it happens often that people who are half trained, and 
see only one aspect of economic phenomena, believe that abun- 
dance of gold or silver, or of paper substitutes for them, is the 
one thing needful to make the world better off. Many educated 
and intelligent persons, who would scorn to hold this opinion 
in its crudest form, yet hold some phase of it by implication. 
Thus, in connection with trade between one country and another, 
most people assume that such a state of foreign trade as brings 
money into the country leads to prosperity, while such a state 
as carries money out leads to adversity. All notions of this sort 
are shallow. The flow of specie into a country or out of it, in the 
course of international trade, is usually a matter of indifference. 
Where it is a matter of consequence, the mere increase or decrease 
in the supply of money is only the first step in a series of events 
that may affect the country's prosperity,^ Whenever a person 
speaks of that which brings money into the country" (or into 
the city or the village) as being good for it, the probabilities are 
that he has not mastered the elementary principles of economics. 
One of the simplest of these principles is that money is primarily 
an instrument for enabling the division of labor to work out its 
end with smoothness, and that, barring some niceties presently 

^ See the di^euseion of trade especially in Chillier 32, and Chapter 
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to be considered, it is a matter of m consequence whether the 
supply be large or small. 

But tho the quantity of money and the consequent use of 
more or less of the counters in each operation of exchange be 
matters of indifference, the universal use of money in exchanges 
is by no means a matter of indifference. It has not merely the 
obvious effect of facilitating the division of labor and so promoting 
the output from the operations of production : it has ulterior 
consequences no less important. Without it neither merchants 
and traders nor manufacturers could carry on large-scale opera- 
tions. All the phases of large-scale production, with its far-reach- 
ing social consequences, are dependent on a developed and smooth- 
workingmoney regime; it is indissolubly connected with capitalism 
and capitalistic enterprise. It underlies all lending and borrowing, 
all investment, the issue of corporate securities, financial opera- 
tions of every kind. It has psychological effects as well as effects 
obviously economic. It affords a universal goal for the instinct 
of accumulation and possession, creating an environment in which 
every one strives for money, half forgetful of the purposes which 
the possession of money serves. All things are put in a pecuniary 
light, the proximate end of all effort is to make money, all effi- 
ciency and all product are measured in terms of money: Tho 
not the fundamental cause underlying the problems of the un- 
equal division of wealth and income, it is yet a condition of the 
emergence of these problems in their characteristic modern forms : 
social classes distinguished by differences in money means, capi- 
tal owned by comparatively few. While from one point of view 
money is the least essential part of the organization of produc- 
tion and distribution, it is from another point of view the one 
essential part. Without it, the characteristic modern problems 
could hardly be imagined. 



CHAPTER 18 

The Quantity or Money AND Pbices 

Section h Tiie value of money is inverse to its quantity, 232—860. 2. Quali- 
ications of this principle. Flow, or rapidity of circulation, of money and 
of goods, 235 — Sec, 3. Diversion of precious metals from monetary use 
thru consumption in the arts. Effects of rise and fall in prices ; changes 
in industrial demand. Tendency to sharper separation of monetary and 
industrial tise, 239 — Sec, 4. Diversion of specie from the monetary 
supply of Western countries by its flow to the East, 242 — Sec. 5. An 
increase in the supply of money does not ordinarily affect people's ways 
of using it, but may do so when barter is in process of being superseded by 
money exchange, as was the case in the sixteenth century, 244 — Sec. 6. 
The conclusions of this chapter, tho simple and provisional, hold good in 
essentials for more complicated conditions, 247. 

§ 1. What determines the value of money? That is, what 
determines the general range of prices? The value of money 
obviously is high when the general range of prices is low; for 
a given amount of money will then buy much of other things. 
\J.ts value obviously is low when the general range of prices is 
high;] for a given amount of money will then buy little of other 
things. What, now, causes its value to be high or low, prices 
to be low or high ? 

The first step toward answering this question is to understand 
the relation between the quantity of money and its value. The 
fundamental relation is a very simple one. /Double the quantity 
of money, and, other things being equal, prices will be twice as 
high as before and the value of money one-half. Halve the 
quantity of money, and, other things being equal, prices will 
be one-half what they were before, and the value of money double. 
That an increase in quantity tends to lower value, is a proposi- 
tion holding good of all commodities. The special proposition 
concerning money is that its value tends to vary precisely in pro- 
portion to jts quantity. This constant relation does not hold 
good of any other commodity. Double the quantity of wheat* 
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and its value will probably Ml to much less than half of what 
it was before. Double the quantity of sugar, and its value will 
probably fall by no means to ooedialf. For both wheat and sugar, , 
the outcome will depend on tlie elasticity of demand. But in 
the case of money, there is no question as to elasticity of demand, . 
and no such difficulty in predictiDiL The value of money, under 
the simplest conditions, is exactly inverse to its quantity. 

This is 'what is called the quantity theory of money. Con- ^ 
cerning it a hot controversy has long waged. It has been vehe- 
mently denied ; and often it has been erroneously stated. Rightly 
stated it conforms to the facts, but it must be rightly stated and 
understood. In the preceding paragraph it has been put boldly 
with the purpose to bring out clearly the fundamental truth. 
But the reader will note the phrases ‘‘other things being equal” t 
and “under the simplest conditions.” Great qualification and 
elaboration will be required before the bold statement can be made 1 
^ to fit the complicated phenomena of actual life, especially in modern ^ 

times. The last word cannot be said until a long series of topics 
have been covered.^ For the present, let us consider the essen- 
tial ground on which the proposition rests, and some of the sim- 
plest qualifications. 

These essential grounds are found in the nature of the demand 
for money People often say that the demand for money is with- 
out limit. They mean thereby that any individual desires to 
secure possession or control of as much as he can. But he ^‘desires 
possession or control as a means, not as an end. Money is not 
eaten or drunk or directly enjoyed. It is a means of getting other 
commodities ; it is sought in order to be spent. We may set aside, 

5 See Chapter 31, at the close of this Book. 

2 “ Demand ” is used here in a different sense from that in which tho tern was tised 
in Chapter 10, § 1. The demand for money, as spoken of here, means the quantity 
of commodities of all sorts which, behig put on sale, are offered for money. Ordi-^ 
narily, when speaking of a particxilar commodity and of the demand for it, econo- 
mists mean by “demand” the quantity of that commodity which is demanded^ not 
the quantity of another thing (money) which is offered for it. It is in this sense, of 
quantity demanded, that we construct tho “demand curve” for a commodity. 

But as regards money we ^eak of demand in the otJier and simpler laense : what 
is offered in e:xchange for it.) 
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as negligible, the case of the miser who gloats over money for its 
own sake, and also some other possible cases of hoarding. All the 
money, wliether any individual has control of much or little of 
it, is spent sooner or later. The demand for it — what is offered 
in exchange for it — consists of the commodities on sale; But the 
commodities on sale are simply all the commodities that are to 
be exchanged. The demand for money, in any given community 
at any given time, is constant. It is not subject to change be- 
cause of the greater or less range of prices. Whether goods sell 
for less or more, all of them will still be sold, and will still be 
offered for money. Hence, when there is twice as much money, 
the same number of commodities will be offered for the money, 
and prices will be tnice as high as before. 

In other wnrds, using a phrase already explained,^ the elasticity 
of demand for money is unity. Herein the position of money is 
unique. As regards the immense majority of commodities, de- 
mand is elastic in some cases, inelastic in others, but rarely so 
balanced that the same sum is always spent on any one. The 
case of money is peculiar in that the total amount of goods offered 
in the market — and this is what constitutes the demand for 
money — is not affected by its value. •• The total remains always 
the wiiole number of commodities that are exchanged. The 
total may indeed change ; more of commodities may be produced, 
and more may be consequently offered in exchange for money; 
but more are not so produced and offered hecavse the value of 
money is less. Extraneous causes, in this case as in others, may 
bring in a new factor. But given the same population, the same 
output of goods by that population,^ the same ways of selling and 
marketing — and this is what is meant when we say “other things 
remaining the same” — the demand for money is a constant sum. 
vThis peculiarity of demand is not an accident, but the result 
of the very nature and uses of money. The elasticity of demand 
for cotton or for apples may happen t6 be unity. Some inquiries 
on the fluctuations in the prices of those articles have indicated 
that in fact such is approximately the situation, at least within 
* See Chapter 10, I 2. 
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certain ranges of supply and price. But no one could predict 
it in advance ; whereas a consideration of the very natiire of money j, 
and of the uses wliich money serves, leads to the conclusion that 
the demaiKl for it is necessarily of this special eliaracter. The 
concliiBion would not hold good of the precious metals wdien 
used for other purposes than coinage. If the demand for silver 
plate or platinum jewelry should prove at a given time to follow: 
the same course, should be interested, but surprised; there: 
is no a pfiofi reason for expecting the phenomenon. But in the 
case of money we cannot be surprised; the result is what must 
be expected. 

§ 2. Let us now begin to introduce the explanations and quali- 
fications of this funclamentar principle. In the first place, 
should not speak of the whole number of commodities, or even of I 
the wdiole number exchanged; but only of the number exchanged i 
thru the medium of money. "Borne goods are consumed by those 5 
who produce them, and do not enter the circle of exchange at alh [ 
Such are agricultural products consumed by those who grow them. 
These evidently do not constitute at any time demand for money. ' 
But with the growing elaboration of the division of labor, the 
proportion of goods so used tends to become steadily less. In a j 
country like the United States at the present time it is not far from ' 
the truth to say that all things that are produced are exchanged. 

Nor is it far from the truth to say that the exchange of things f 
takes place solely thru the medium of money ~ to say that i, 
all things exchanged are sold for money and are thus exchanged [ 

thru money. True, there may be barter. The farmer may j 

bring his eggs or grain to the country store, receive credit on the ^ 

books of the dealer, and subsequently '^buy'^ goods which are i 

then set against his credit. (Here the transaction, tho in terms j 

of money, is essentially one of barter. Probably the volume of | 

transactions of this sort is not inconsiderable in the United States. ; 

Yet it is small in comparison to the total of transactions. Barter, j 

such as this is, has disappeared even more than production for i 

one's own consumption. What remains of it leads to no serious 
modification of the main line of reasoning. 



236 THE MECHANISM OP EXCHANGE [18-§ 2 

Much more important is a qualification as to the rate or man- 
ner in which goods and money meet each other in exchange. 
The preceding statements seem to imply that all the goods are 
exchanged for all the money in one transaction. Obviously this 
does not happen. At any given moment, or on any given day, 
only a fraction of the goods is being sold, and only a fraction of 
the money is being used in purchases. Her^, as elsewhere in 
economics, we should have in mind a flow rather than a fundss 
The total stock of commodities is indeed sold sooner or later, and ' 
may be conceived as a fund. But only a portion of it actually 
comes to market in any one day or week or other unit of time, 
the rest following in orderly sequence. There is a flow of goods 
into a.ctual exchange. Similarly, the total quantity of money 
does not constitute a fund, but flows into actual use for pmchasing 
goods in a tolerably regular sequence. 

The phrase “rapidity of circulation” of money has been used 
to indicate this obvious fact. Of the total money actually on 
hand in a community a portion only is at any given time at work, 
so to speak. The money idle in our pockets does riot dfl’ectly 
influence and affect prices; only that which is buying goods at 
the counter does so. What proportion is at work depends on 
the habits of the people. It is affected by their geographical 
distribution and by the character of their industries. In a thinly 
settled agricultural section, where access to shops is not easy or 
frequent, a larger portion of the money is likely to be idle than in a 
thickly settled manufacturing or commercial section. The temper 
of the people is a factor. If they are confident of themselves — 
perhaps 'unduly confident, and thoughtless of the morrow — 
they are likely to spend money as fast as it comes into their hands, 
and let little of it remain idle at any time. 

These remarks apply to the larger transactions of merchants 
and dealers as well as to the everyday purchases of consumers, 
leaders and producers always have on hand more money t.ba-n 
they are using in purchases; the proportion depending partly on 
the nature of their business operations, partly on their tempera- 
ment.^ Tie fact that these classes, in Countries like the United 
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States, use not actual casli, but checks agamst bank deposil 
does not alter tlie situation; it only supplies another illustn 
tion of the difference between the fund of money and its ffoi 
The total of their deposits in banks constitutes the fund; tli 
checks by which purchases are effected from day to da, 
constitute the flow, Tho we are anticipating in, speaking c 
deposits and checks, whose use as substitutes for cash will be con 
sidered in due time/ it may be noted that the same princjpk 
are applicable to this more complex monetary medium as tc 
money in its simplest form. In every form, the medium of ex- 
change has its flow, or rate of use — its rapidity of eirculation, 
Similarly, goods have their rapidity of eirculation. In more 
familiar language, they have their rate of turnover. This also 
depends obviously on a great variety of cireumstances. It ia 
likely to be rapid in a large city, slower in the country. It is 
affected, like the flow of money, by the temper of the people. It 
is likdy to be quicker in an energetic and restless country like:; 
the United Stated tlifen in a more slowly moving country like 
France. It varies in different parts of the United States, It 
varies, too, in different branches of trade. Tlie turnover of a 
grocer^s shop is more rapid than that of a hardware dealer's, 
that of a flour mill than that of a textile factory. Y'et the flow i 
of goods as a whole takes place steadily and continuously, and in a i 
given community, with a surprisingly regular course, i 

Thus the proportion of money which is actually buying goods 1 
is not accidental ; it is determined by the silent force of custom. ’I 
It may be irregular for an individual, but over thousands and [, 
millions of individuals it follows a steady course. The flow of ?; 
goods to market takes place at a similarly regular rate. Hence 
we may argue with confidence that|£ the total quantity of money 
be increased, that quantity which is used in making purchases 
at any given time will be correspondingly increased,^ i 

Suppose, for example — to use an illustration of Milks — t 
that suddenly every one in the community has twice as much j 
money. The only thing that can be done with it is to spend it. ^ 
^See below* Chapter 24, § 3, I 
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There is Hothing to alter the habits of the people; nothing to 
cause a larger proportion to be kept in the pocket or in reserved 
The quantity of goods remains the same, nor is there anything 
to alter the mode in which people and dealers bring their goods 
to market. The flow of money will be doubled, the flow of goods 
unchanged, and prices will be twice as high as before. 

The same effect which would ensue from a doubling in the 
quantity of money would ensue also from a doubling of its rapid- 
ity of circulation. If twice as much of the total stock is steadily 
in use for purchasing goods, the effect is the same as if the quan- 
tity were doubled without any change in the ways of using it. 

The propositions which were laid down in the opening section 
obviously assumed that the quantity of goods, and the flow of 
goods into exchange, remain constant. So much was implied 
by the qualification “other things remaining the same.” Need- 
less to say, the quantity of goods does not always remain the 
same. /If it be doubled when the quantity of money is doubled, 
prices “will be unchanged. If goods be doubled, money being 
the same, and the flow of goods to market unaffected, prices will 
fall one half. If the flow of goods to market — their rapidity 
of circulation — be so affected that twice as large a proportion 
of goods are regularly offered, prices will again fall one half. ) 

Rapidity of circulation is greater for money than for goods. 
To put it in other words,ithe proportion which, at any one time, 
the money actually offered for goods bears to the total supply 
of money is greater than the proportion which the goods offered 
for money bear to the total supply of goods awaiting exchange') 
The reason for this difference is obvious. Money can always be 
used without delay in purchases; goods can often be sold but 
slowly. Money need never await for a buyer; goods must often 
wait for one. Many commodities have necessarily a slow turn- 
over, as hardware and household fmmiture. Other thin^, like 
dwellings to let, warehouses, and factories, are in the market 
only by fractions or installments — only the utilities which they 
shed, 30 to speak, are being offered for sale — and their disposal 

i See, however, what is said below, in § 6. 
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is sluggish. Money comes into the nmrto Tlio the] 

may be hoards, and occasionally an accumuiatioii of imusc 
money in the hands of people who are getting larger income 
than they are used to, money in the main is kept at w’ork briskij 
at a rate greater or less for any given time and country accord 
ing to the ways and customs of the people. 

These various corrections and qualifications of the fimdamenta 
principle the reader will hereafter be supposed to bear in mind 
Still others remain, and will be noted in due course; but the sim 
plest and most necessary, as just stated, should be borne in mine 
from the start, l^en the value of money is said to be determined 
by its quantity, the meaning is that, if other things remain the 
same, an increase of the total stock of money brings a correspond-' 
ing increase in the flow of money used in making purchases and 
adds correspondingly to the money offered in exchange for com-t 
modities. 

§3. Let iis proceed now to inquire how far the monetary 
supply of gold and silver is diflerent from the total supply. 

The precious metals are used in the arts as well as for mon- 
etary purposes. But the demand for them in the arts follows 
no such special law as does the demand for money. Utility, or : 
satisfaction-yielding quality, determines the demand for gold 
trinkets and implements in the same irregular way as it deter- i 
mines the demand for wheat or sugar. The effect of an increase : 
of supply on value is unpredictable; the elasticity of demand I 
may show any scale of gradation. 

If the same proportion of the total supply of gold and silver , 
were always used in the arts, this difference between the mon- 
etary and the industrial demands would be of no consequence ; 
for the theory of money, j But that proportion is not necessarily 
the same. To a certain degree it is influenced by the very value 
of the monetary supply. 

If, for example, prices and money incomes in general should 
go up, in consequence of greater abundance of gold, gold bullion i 
would not advance; since, as we have seen, gold bullion is al- , 
ways at the same price in terms of coin. The raw material for ! 
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gold jewelry, spectacles, and the like, would be as cheap as before; 
such goods would advance in price only so far as the expense of 
icanufacturing them from the bullion would be greater. Rela- 
tively to money incomes they would be cheaper than before. This 
greater cheapness would almost certainly cause more to be bought 
than before, and a greater proportion of the bullion would be 
diverted into the arts. A scarcity of gold, and consequent fall 
in prices and incomes, would tend to have the converse effect. 
Gold articles would be relatively dearer, and presumably would 
be bought in smaller quantity than before. The industrial con- 
sumption w'ould divert less gold from the mint. 

Even without a rise or fall in the value of gold {i.e. in general 
prices), changes in habits and tastes affect its industrial consump- 
tion. Gold jewelry may become more fashionable, gilding and 
gold leaf more in vogue, gold spectacles may be thought more 
convenient or becoming. A greater proportion of the available 
stock will then be removed from the monetary supply. 

Of these two sets of causes, the first seems to have less effect 
than the second. Changes in general prices rarely occur on such 
a scale as to bring about considerable results of the sort stated. 
The price of jewelry and other gold articles is affected not oidy 
by the price of bullion, but by the expenses of manufacture. 
These expenses fluctuate in correspondence with changes in gen- 
eral prices. If all prices go up, that of the bullion will indeed 
remain the same; but wages and other items of outlay in manu- 
facturing jewelry will go up as other goods and services do. An 
advance of twenty-five per cent in general prices is a very marked 
one. Yet such an advance would mean, not that gold articles 
would remain unchanged in price, but only that their prices would 
lag somewhat behind the general advance. They would go up 
perhaps twenty per cent, instead of twenty-five. The effect on 
their consumption would probably be small. 

The second factor that bears on the industrial use of the metals 
— changes in habits and fashion — seems to be of more impor- 
tance. Tlifr great growtii of wealth during recent times has led 
to a larger use of gold in the arts ; precisely as it has led to a larger 
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use of diamonds. Not until recent years was any methodiei 
attempt made to ascertain the extent and growth of this us€ 
For the decade from ISSO to 1890 the industrial consmiiption o 
gold (including export to the East, of which more will be said pres 
ently) was estimated to be, in terms of dollars, about |60,(X)0,00( 
a year. In 1912 the amount was supposed to be triple — aboir 
1174,000,000 for that year. Some part of this reported increase 
was no doubt due to insufficient counting in the earlier period ; 
but none the less, an increase there undoubtedly was. The 
change w^as by no means in proportion to that in the total pro- 
duction of gold, which was about $100,000,000 a year in lS80-~-90, 
and no less than $460,000,000 in 1912. In the earlier period, 
more than half of the gold produced was diverted from the mone- 
tary use of Western countries; in the later year, less than tw'o- 
fifths was so diverted. 

The total stock of gold in the world was estimated in 1900 
at about $9,000,000,000, of which something more than one-half: 
was in use as money, the rest in use for the arts. What is in 
use for the arts may be regarded as practically lost from the 
monetary supply. Some part of it, no doubt, returns sooner or 
laier to monetary channels; for plate, jewelry, and the like are 
sometimes melted and perhaps are then coined. But most of 
it is definitively lost. Whatever part returns has been little in- 
fluenced by the value of money. Changes in fashion and habits 
chiefly determine the remelting, Just as they chiefly determine! 
how much shall go into the arts in the first instance. In the ; 
main, the use of the precious metals in the arts goes its own way, ! 
leaving for the monetary supply the annual accruing surplus of 
production over and above the independent industrial consumption. 

This separation of industrial from monetary use is more com- | 
plete at present than it w^as in earlier times. In medieval Europe ; 
a link might be cut from a gold chain and used in making a pay- ; 
ment; and the cavaliers melted their plate freely to supply funds 
for the Stuarts. In British India, where conditions have remained , 
in many ways medieval, the silver ornaments of the natives and 1 ; 
their rupees were interchanged constantly and freely; and not- | 
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withstanding the new position of the rupee since 1893, ^ they still 
remain to a certain degree interchangeable. Even in advanced 
countries some shift from monetary to industrial use takes place 
to this day; but, as has been said, there is an increasing tendency 
to sliarp demarcation and to the settlement of the industrial use 
by independent causes. 

The industrial consumption of silver has shown, like that of 
gold, a marked growth in recent times. In the United States 
it seems to have more than quadrupled in the period between 
1880 and 1906.^ This change, like the other, was due in large 
part to increasing wealth and to a fashion for silver plate and 
trinkets. No doubt it was due also to the lower price of silver. 
During the period just mentioned the price of silver was cut in 
two. The contrary movement during the war of 1914-18 — 
a sharp rise in price — tended to cheek again the growth in its 
industrial use. But the case of silver is different in one important 
respect from that of gold. Silver is no longer a freely coined 
metal ; it does not become money in the same way as gold. Silver 
bullion, like tin or copper, has its price in terms of gold, and its 
use in the arts is affected by price thru the same mechanism as 
tin and copper. The use of gold is affected, as we have seen, thru 
the more obscure and unfamiliar influence of fluctuations of gen- 
eral prices and in general money incomes. 

§ 4. Still another diversion of gold and silver from monetary 
use is important for the countries of Western civilization. This 
is the drain of specie to the East, which has been going' on for 
centuries, and seems likely to continue for a long time in the future. 

In the trade between the West and the East, and especially 
that between Europe and India, as far back as we have any defi- 
nite knowledge, the merchandise sent from the East has exceeded 
in money value that sent in return from the West. A balance 
has remained steadily due to Eastern countries, and has caused 

^ See below^ Chapter 21, § 6, 

* In the Uaited States, it seems to have been less than five million ounces a 
year in the early eighties, and over 20 million ounces a year in 1902~'0d. See 
the Report of tl^ Director of the Mint on the Production of Predom Metals^ 1906, 
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a steady flow of gold and silyer^ and especially of silver, to go ; 
them in payment. The excess thus due has sometimes increase 
sometimes diminished. It has fluctuated with the variations . 
demand for the several eommoditicvS exchanged between the ty 
regions, with the accidents of seasons and crops, with the appea 
ance of new articles of export on either side. During the closit 
years of the nineteenth century the balance to be paid by Wester 
countries tended to decline. During the first decade of the tweu 
tieth eentury, on the other hand, it rose sharply. A balance t 
pay there has been for centuries, and still is. Hence specie steadii; 
Sows to the East. 

This specie is lost to the Western countries as if it had beei 
absorbed once for all in the arts — almost as if it had been droppec 
into the sea. It disappears from the nionetary and industria 
supplies of Europe and America. India— chiefly British Indh 
— has been aptly described as a sink, into which flow gold an<j 
silver, and especially silver, never to return. 

The explanation of this complete diversion and almost disap- 
pearance lies in the unusual economic conditions of India; com 
ditions which are found in other parts of the East also, tho 
nowhere else so strikingly. China is in a somevrhat similar 
situation, and Japan formerly was; but India, and especially that 
part which is now British India, has played much the most im^ 
portant role in this curious monetary experience. The region 
has long had an enormous population; in 1900 some three hun4 
dred millions. This population is mainly agricultural; it is 
ignorant and stolid. It uses metallic money almost solely — i 
very little paper money or other substitutes. The rapidity of* 
circulation of its money is low. Moreover, the people are given 
to the use both of gold and silver for ornament and for hoarding. 
The bracelets, rings, and jewels serve to gratify vanity in the 
present and also to store purchasing power for possible want in 
the future. Hence great amounts of specie can find their way ■ 
into India, and remain there, without much effect on general prices ; j 
indeed, for long periods, without any measurable ^ect at all on [ 
prices. No such steady inflow could well take place into a Western 
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country witliout influencing prices. As will be seen when the 
subject of international trade is reached, a continued large absorp- 
tion of specie by a highly organized industrial community is not 
possible. A large inflow will raise prices ; this will tempt imports 
and check exports; then the flow of specie in payment for excess 
of exports will cease. But in a country like India the response 
of prices to increasing specie supply is very slow indeed. In the 
course of generations, it is true, a response will be found. During 
tlie latter part of the nineteenth century, prices and money incomes 
in the East went up, not to a marked degree, but appreciably ; ^ 
but during the preceding centuries the upward movement, tho 
probably there, had been so slight and slow as not to be clearly 
discernible. The loosening of old bonds of caste and custom, the 
growing habituation to security of property, the opening of rail- 
roads, have much affected the industrial and monetary situation. 
But it still remains true, and will probably long continue so, that 
great quantities of the precious metals steadily flow to the East, 
to stay there; affecting prices and the value of money, it is true, 
but so gradually that the flow is rarely checked, and is resumed 
with new force whenever a large new supply is added to the stock 
of Western nations, or whenever the demand for Eastern commodi- 
ties causes an upward movement in their export. 

§ 5. In one important case an increase in the supply of money 
may affect its mode of use and so introduce a new factor. This 
is where an added supply facilitates a transition from barter to 
a money regime. This sort of case cannot occur when once ex- 
change by money is fully established— when all goods and serv- 
ices are sold for money. Then an increase in the quantity of 
money means simply that two gold or silver pieces, or five, or ten, 
are used where one had been used before. Adam Smith supposed . 
this to have been the only important consequence of the increase 
in the European supply of specie which came in the sixteenth and 
seventeenth centuries from the American mines. ^ Gold and 

1 See a paper by F. J. Atldnsoft, on “Prioee in India, 1870-1908,” 'in Journal 
Mop(d Statistical Society y Septembeti 1909* In later years, and particularly during 
and after the war of 1914-18, the upward movement became more pronounced. 

* Compare what is said of this great change in the next chapter* 
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silver plate indeed became thereby more plentiful — real 
convenience^ tho surely a very trifling one/^ For the rest, Adam 
Smith goes on; - in order to make the same pureliases, we must 
load ourselves with a greater quantity of gold and silver, and carry 
about a shilling in our pocket when a groat would have done be- 
fore/’ But this was not the only change that took place* The^ 
greater plenty of specie contributed to its use in transactions pre- 
viously effected without it, and caused still other transactions 
(exchanges) to be carried on which before had not been carried, 
on at alL 

The period (about from 1550 to 1650) was one of great indus- 
trial transformation. The economic r%ime of the Middle Ages j 
was being rapidly displaced. Under that regime, the division of 
labor and exchange had been much limited, and a large propor- 
tion of the exchanges and payments that did take place were ; 
effected in kind “that is, by barter, not in money. It is con- 
ceivable that the break-up of such a situation, and the substitu- ' 
tion of a complete monetary regime, should come about without , 
any change in the supply of money. This would mean that the ; 
same supply must suffice for a larger number of transactions, 
and that prices must go down. But in communities so tied by 
custom as were those of Europe at the time, this process could 
have taken place, if at all, only with the greatest difficulty. The 
mere absence of a supply of a specie adequate for carrying on a : 
larger volume of transactions -without a great lowering of prices I 
was an almost insuperable obstacle to the extension of monetary [ 
exchanges. The new specie vastly facilitated the transition. \It ^ 
supplied a lubricator, so to speak, for the smooth and rapid work- | 
ing of the more effective machinery of exchange. ' It penetrated i 
quickly and easily into all western Europe, and made possible a S 
much wider adoption of money payments; not only without the i 
distress, real or fancied, that lower prices bring, but, thru the | 
abundance of the supply, with markedly higher prices. Thereby f 
the division of labor was extended into many new industrial J 
fields, and the ease of exchange was made greato in many f 
fields where such a division was already practised. A real ad- ^ 
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vance in the efficacy of production was secured, and a real gain 
in welfare.^ 

None the less, Adam Smitli’s view, tho historically incomplete 
for the particular case, was in principle sound. He wrote at a 
time when almost all people still had false notions of the advan- 
tages from the plentifulness of the precious metals. Being intent 
on disabusing them of such notions, he was led to overlook the 
real advantages which a community may secure from the easy 
procurement of a needed medium of exchange. But when once 
this medium of exchange has been procured, and when once it is 
in fully effective use, reasoning like Adam Smith’s is not to be 
gainsaid. If ten times the labor were given to gold mining that 
is now given, and ten times the gold were thereby got, the world 
would not be better off ; ten gold pieces would simply be used in 
every transaction where one is used now. The process of transi- 
tion, to be sure — the change from lower to higher prices, or vice 
versa — would bring some important consequences of its own ; 
but these would not affect the final outcome. Barring the transi- 
tional effects, it is immaterial whether prices are low or high, 
whether many tokens or a few are used to facilitate each act of 
exchange. 

It has been suggested by some writers that there is still another 
way in which a process of adaptation to new conditions may affect 
the relation between the quantity of specie and its value; it may 
affect the monetary use directly. ,^en money becomes more 
abtmdant, people, it is said, will use it less constantly.; They 
will keep more of it in their pockets, use less in purchases. The 
merchant, too, will keep in his till a larger balance when money 

^ Some dim imderatanding of this fact — a groping toward a substantial truth 
— probably contributed to the over-importance attached to a plentiful supply 
of specie by the writers of the seventeenth century, and commonly by tliose of 
the eighteenth century also. But the beliefs of these “mercantile” writers were 
also much affected by the political power of those princes who, at a time when 
feudal dues were being replaced by money taxes and payments, and when the 
money dues were yet hard to enforce, had the command of plenty of specie. And 
mere confusion of thought further explains their attitude. Here, as on so many 
subjects, thing#* which seem simple when once they have been cleared up, were long 
puzzling to men of high intelligence. 
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is plentiful than when it is scarce. But tliis in my Judgment h 
not a probable result. There is no good reason to suppose thai 
money will be used in a different way when there is more of it 
indeed, the increase in quantity takes place under circumstanceg 
that destroy its general acceptability (as in the case of excessive 
paper money) the use of money and the demand for it will be 
affected.^ , But a mere increase of specie, or of other sorts of money 
enjoying general acceptability, will not affect its flow into use or 
lessen the effectiveness of each unit in the shaping of prices. Any 
individual, it is true, who gets a larger share of the total money 
on hand may thereby be led to change his ways of using it. A 
prosperous person ordinarily keeps a larger reserve of cash, in pro- 
portion to his income and his purchases, than one of slender means ; ; 
and the rapidity of circulation of the money that goes thru his 
hands is less. But if all persons in the community have more 
money than before, so that its distribution among individuals 
and classes remains the same, the mode of using the circulating 
medium will not be affected. The same proportion will be applied 
to purchases in any given period, and prices wiH go up in propor- 
tion to the general increase in quantity. 

§ 6. In this chapter, be it remembered, the principles under- 
lying the value of money have been treated on the assumption 1 
that specie alone is used. This case is obviously very different 
from the complicated one which we find in the actual conditions ^ 
of civilized countries, where not only specie, but paper money : 
and an intricate credit machinery, are used in effecting payments. ; 
But the same principles hold good here, if adjusted. Instead | 
of saying that the general range of prices depends (other things f 
being equal) on the quantity of specie, we must say that it de- I 
pends on the total quantity of money equivalents, or of the avail- [ 
able total purchasmg poiver in terms of money. In proportion J 
as this total purchasing power becomes greater or less, prices ] 
will rise or fall — other things, such as the flow of commodities | 
for sale into the market, being still assumed to be the same. A i 
very troublesome problem is the relation between this total of i- 
i See below, CSbapter 23, § 1. ^ i: 
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purehasiBg power on the one hand> and the total quantity on the 
other hand of gold or other freely coined specie. This problem 
cannot be solved until the whole range of substitutes for specie 
and the whole machinery of credit payments have been examined,^ 
The conclusions of the present chapter must therefore be taken 
as provisionaL Yet it may be said at once that in the long run 
they do hold good. For short pezdods, even for many years, it is 
often difficult to trace any connection between the quantity of 
specie and prices. Even in the long run it is never possible to 
trace that precise inverse relation to the value of money which 
has been deduced in the preceding pages. On the other hand, 
in the long run, a relation between the volume of specie and prices 
is in fact to be discerned ; while the quantitative relation between 
prices and the total purchasing power in terms of money remains 
unshaken. 

z gee below, Chapter 30, where the theory of prices is restated with the qualifica- 
tions amplified. 



CHAPTER 19 ; 

The Cost op Specie in Relation to its Value 

S' 

Section 1. The determination of the value of the precious metals by the| 
marginal cost is impeded by (1) their durability ; (2) their irregular am 
aleatory production; (3) the unexpected occurrence of new sources o 
supply, 249 — See. 2. Illustrations from history. The American spec^^ 
of the sixteenth century, and the price revolution of 1550-1650, 252-^ 
Sec. 3. The Australian and Californian gold discoveries of 1850, and then 
comparatively slight effect on prices, 255 Sec. 4, The increase of gok 
supply since 1890, and its effect on prices, 257 — Sec. 5. For considerabh 
periods, the value of gold determines what shall be the marginal source 
of supply ; it is not the marginal source of supply which determine its 
value, 259. ; 

§ 1. The value of money has beeu considered in the preceding 
chapter so far as demand and supply directly affect it. But 
the supply of specie, like that of any other article, is affected by 
its value. When value is high, the supply is likely to become 
greater; when it is low, supply is likely to become less. Specie 
comes from surface deposits and from mines — -chiefly from’ 
mines. What are the conditions of supply? 

In general, articles yielded by mines show the phenomena of 
varying cost's and of diminishing returns. Some mines are better ' 
than others ; any one mine, as more is extracted from it, tends . 
to encounter sooner or later increasing costs. On grounds of^ 
general reasoning, we are then led to expect 'that 1:he value of; 
the precious metals will tend to conform to their cost of produc- ' 
tion at the poorest mine, or at the poorest part of the best mines. 
It will conform, we should expect, to the marginal cost of pro- ^ 
duction. 

In fact, however, no close correspondence, nor even a rough : 
correspondence, can be made out between the cost of the pre- ; 
cions metals and their value. This, at least, is the situation with I 
regard to gold. For silver the correspondence is perhaps in very i 
recent times closer, yet thru most of human histo^ it has been 

249 I 



250 


THE MECHANISM OF EXCHANGE 


IH^§1 


equally uncertain for silver and for gold. The main causes of 
this lack of conformity with the theoretical scheme are three — 
^the durability of the precious metals, the aleatory character of 
mining, and the irregular discoveries of new sources of supply. 

Of these three causes, the most important is the first. The 
durability of the precious metals brings it about that changes in 
Current output affect the total stock very slowly. For most com- 
modities the supplies produced five years ago are quite out of the 
market. This holds good even of durable articles like iron and 
copper. The iron mined five years ago may indeed be still in 
existence, but it has been fashioned into implements and is com- 
mitted to uses which practically withdraw it from the market. 
So far as gold and silver are used in the arts, they also are, for the, 
most part, withdrawn permanently from the market. But gold 
and silver used as money remain in the monetary market indefi- 
nitely. Even if cost of production is greatly reduced, and the 
annual output greatly enlarged, the monetary stock changes but 
gradually and value is affected but slowly.^ 

Next, the very conditions of production at the mines have 
been irregular thru almost the whole course of history, and, tho 
perhaps less markedly, remain irregular to this day. The ir- 
regularity appears m mining not only for gold and silver, but 

1 The world’s monetary stock of gold was estimated in 1907 at roughly $7,200,000,- 
000. /Helfferrich, Doa Geld, editioh of 1*909, p. 203.) The product in that year was 
$440,000,000; deducting the gold used in the arts (130-150 millions), there re- 
mained for the year a net addition to the monetary stock of say $300,000,000, or 
about four per cent. As compared with any previous period this was an extraor- 
dinary addition to the supply, absolutely and proportionally. 

The following figures illustrate the difference in this regard between gold on the 
one hand and two other metals, iron and copper, on the other. In 1913, there were 
produced in the United States 1,200,000,000 pounds of copper, of which one-half 
was exported and one-half used in the country. In addition . 200, 000, 000 pound.? 
of old copper were remelted. That is, three-quarters of the amount put on the 
American market for the year came from the year’s output. For iron (1909) the 
corresponding figures were 26,000,000 tons of new product and 5,000,000 of old 
(scrap) ; over five-sixths came from the year’s output. The gold added from the 
mines to fh.e world’s monetary supply not the total output, but the amount 
coined ^ — at about the same time (1907) was 15,000,000 ounces. The total mone- 
tary stock was 350,000,000 ounces. The year’s output thus was but four per cent 
of the gold doing^uty as money. And the percentage of new product at this period 
was abnormallj large — probably the largest recorded in history. » 
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for all metals. It is difficult to estimate ia advance what will 
come out of a hole in the ground. For those mineral products 
which occur in large masses^ under conditions enabling systematic 
tests and samples, the element of uncertainty and risk, the ever 
present, is at least greatly less. Such is the case with coal and 
iron ore. Copper mining seems to be much more speculative;! 
gold and silver mining, even more so. With these the elements 
of uncertainty are great, and the obstacles in the way of an ad- ' 
jiistment of value to marginal cost correspondingly great. 

The aleatory character of the production of gold and silver 
has been accentuated by another circumstance. Mining for them 
has always had a peculiar fascination, and cool-headed calcula- 
tion has been absent more than in other mining. In general, it 
might be expected that there would be successes enough to offset 
(with some rough approximation) the failures; prizes against ? 
the blanks in the lottery. But, as is so commonly the case with 
avowed lotteries, the blanks are overlooked, the prizes only are 
seen. A gold mine in everyday speech stands for riches. States- 
men, explorers, investors, have been deceived by the glamour of | 
mining for specie. The profitableness of such mining depends, 
not on getting the specie, but on getting it, wdth sufficiently little i 
labor and expense. A large output may be got at an expense so 
high as to wipe out all profit. Yet people have been constantly j: 
tempted to gold and silver mining without rational weighing of 
yield and cost. Most persons who have engaged in it have over- ; 
estimated the possible prizes. They have disregarded not only- ! 
the blanks, but to a large extent the inevitable expenses. i 

In very modern times, gold and silver mining have come to be ] 
carried on more systematically, on a larger scale and with less ^ 
risk. This change is due to the improvements in mining methods 
which make it possible to extract the metals from low-grade ores. ^ 
In former times, the main sources of supply were very rich alluvial J 
deposits and pockets of very rich ore. The occurrence of such J 
lucky finds is irregular, and their continued productivity, even 
after they have been hit upon, is even more irregular* But there j 

are other deposits, where the ore has a small content of fine metal | 
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but is very large in amount and is easily tested and measured. 
By establishing a great plant, and treating vast bodies or ore, 
quantities and profits can be secured with hardly more irregularity 
than in mining iron ore. The same is true of alluvial mining when 
conducted not on chance deposits along the beds of streams, but 
on whole hillsides washed by powerful hydraulic machinery. 
Methods of this more businesslike sort have brought the great 
increase in the output of gold and silver which set in toward the 
close of the nineteenth century. 

Third, and closely connected with what has just been said, is 
the influence of new sources of supply. This factor has played 
an important part in the production and prices of all the metals, 
especially in modern times; as for example in regard to iron and 
copper. It has always had special importance with the precious 
metals, because of that amalgamation of old and new supplies 
which results from their durability. When new and rich mines 
have been discovered, the output from them has not displaced 
existing stocks but has simply been added to them. It is so also 
with the output from the unsuccessful mines. Tho poor mines 
may have been unprofitable to those exploiting them, the gold 
and silver yielded have contributed permanently to the amount 
in use. Hence the monetary stock at any given time has been 
a jumble from rich mines and poor mines; ancient supplies from 
forgotten sources have mingled with new additions from well- 
known regions; there has been accidental discovery and scien- 
tific exploitation; the whole finally constituting one vast homo- 
geneous mass and exerting its influence on value thru its total 
quantity. 

§ 2 . These general statements can be illustrated by consider- 
ing the history of some of the great changes in the supply of the 
precious metals. 

Among the most remarkable changes recorded in history is that 
which took place between the middle of the sixteenth and the 
middle of the seventeenth century. Then the production and 
supply of both gold and silver were revolutionized. For the sake 
of simplicity, gold has been chiefly spoken of in the preceding 
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pages. But untfl comparatively recent times silver was a more 
important monetary metal than gold. Gold and silver were 
used interchangeably at the period of the great revolution, and 
the supplies and the values of both may be treated for this period 
as if they were one. 

During the Middle Ages and the Renaissance specie had been 
comparatively scarce. Sorne supplies had been left over from 
the days of the R-oman Empire ; and there was some production, 
especially of silver, in Germany, Sweden, Bohemia, Spain. The 
general range of prices was low. So far as can be made out from 
a comparison of the commodities dealt in then and now, prices 
in the fifteenth century were only one-fourth or one-fifth of 
what they were in the nineteenth. It must be remembered, 
too, that payment in kind was still largely prevalent; hence the 
supply of gold and silver which was on hand served to carry on 
exchanges for only a limited part of the commodities produced 
and used. The discovery of America led in the sixteenth cen- 
tury to a great increase in the supply. The conquest of Mexico 
in 1519-21 and that of Peru shortly afterward enabled the ra- 
pacious Spaniards to seize large accumulated treasures. Even 
more important was the production from the rich mines of these 
countries — mines partly known already to the natives, partly 
discovered by the Spaniards. By far tlie most important were 
the mines at Potosi, discovered in 1545. Silver was the main 
product, and it was in the form of silver that the monetary supply 
of Europe was chiefly increased. In the first decades of the six- 
teenth century the total production of silver had been on the aver- 
age 1,500,000 ounces a year. It rose to near 3,000,000 ounces 
in the period from 1521 to 1544, and in the period beginning with 
1545 (the year of the opening of Potosi) it leaped to 10,000,000 
ounces a year. About the last figure it remained for two centuries 
thereafter.^ 

This great mass of new specie was brought to Europe by the 
Spanish treasure fleets. A share was captured on the way by 

* Figures for the annual production of the precious metals are given regularly 
in the reports of the United States Director of the Mint* 
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the English and Dutch buccaneers, but most of it reached Spain 
and thence made its way over Europe. Very large amounts 
never went into circulation in Spain, but were sent by the Spanish 
monarchs, especially Charles V, Philip II, and Philip IV, to meet 
the expenses of their armies in Italy, Germany, France, and the 
Netherlands. Thru one channel or the other, the silver and gold 
reached all Europe. In part, as was noted in the preceding chap- 
ter, it simply enabled exchange by money to supersede exchange by 
barter; it percolated, so to speak, into spaces not previously 
occupied. But even with this absorption, the increase in quan- 
tity was so great as to swell the amount of money relatively to 
the commodities exchanged, and so to bring about what is known 
as the price revolution of the sixteenth century. 

The total supply in Europe has been estimated thus : ^ — ■ 



Gold (Ounces) 

Silver (Ounces) 

In 1493 . . . . . . . . 

17,682,500 

225,050,000 

In 1544 . . ... . . . 

26,202,250 

i 295,458,500 

In 1600 . . 

38,322.800 

771,600,000 

In 1660 .... . . . . 

' 48,225,000 

1,005,330,500 


Stated in terms of dollars, this means that the stock of gold and 
silver, taken together, rose from about $580,000,000 in 1493 to 
$1,620,000,000 in 1600 and to $2,500,000,000 in 1660. By the 
middle of the seventeenth century, prices had risen to double 
or treble what they were at the opening of the sixteenth century. 
The change worked itself out chiefly during the hundred years 
from 1550 to 1650 — a century of far-reaching industrial transfor- 
mation in many directions, and of social and political changes 
as important, all complicated and affected by the great rise in 
prices. 

1 1 take theae figures (converting kilograms into ounces) from Wiebe’s Gmchiohie 
der Preisrenoluiion im 16. und 17. Jahrhundert, p. 281. They are at best very rough 
estimates. The figure for 1493 (the starting point) is most uncertain of all. More- 
over, the estimates are for the total metallic stock, not for the monetary stock. 
My own impression is that the increase in monetary supply itself was greater than 
these figures indicate ; but one can have merely an impression, no certain knowledge. 
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The marked advance in prices — the fall in the value of money 
— was due unquestionably to the increase in the quantity of 
specie. But it would be misleading to speak of it as detei'mined ■ 
or measured by a corresponding change in cost of production. 
The miserable laborer — more than half slave in Peru and 
Mexico was forced to his work in the mines by the brutal Spaniard ; 
tho great quantities of specie came from the rich mines, it would be 
absurd to speak of any commercial adjustment of value to cost. 

By the middle of the seventeenth century something like a state 
of equilibrium had been reached. The supplies of specie from 
the mines, it is true, continued to be as large as they had been 
since 1545, and even increased somewhat during the eighteenth ; 
century. But the total stock on hand had been so swelled that i 
the continuing additions were of much less proportionate effect. ! 
A fair degree of stability in value had come from the dm*ability 
of the accumulated stock. There was moreover a steady advance i 
of population and wealth, an improvement in the arts, and so axi 
increase of the quantity of goods presented for sale. Hence 
during the second half of the seventeenth century and the greater I 
part of the eighteenth the range of prices was tolerably stable, . 
with rather a downward than upward trend. During the first 
half of the nineteenth century, the trend of prices was distinctly, 
tho not rapidly, downward. This downward movement was not ! 
due to any decreased supplies of specie; on the contrary, the 
production of silver increased considerably, and that of gold held , 
its own. But the great expansion which had followed the indus- 
trial revolution of the eighteenth century was in full swing, and i 
the quantity of transactions increased more rapidly than the i 
monetary supplies. j 

§ 3. Another far-reaching change in the production of precious j 
metals set in about 1850. It was gold that now was chiefly 
affected. Gold deposits of extraordinary richness were discovered 
almost simultaneously in California and Australia. The pro- 
duction rose from an annual average of something like 500,000 i, 
ounces in 1820-40 to an annual average of over 6,000,000 ; 

ounces in ISSl-^O; and this rate of production was maim | 
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tained, with no marked changes, for nearly half a century. Stated 
in terms of dollars, the annual gold supply rose from, roughly, 
$10,000,000 in 1820-40 to about $125,000,000 in 1850-95. 
During the twenty-five years from 1850 to 1875 as much gold 
was produced and added to the world’s stock as had been pro- 
duced during the three and a half centuries from 1492 to 1850. If 
tlie dividing line be put at 1840 (for there was already a marked 
increase from 1840 to 1850), it appears that the gold product be- 
tween 1840 and 1875 markedly exceeded that between 1492 and 
1840. The change in the monetary stock was of course much 
greater. Of the amount which had been produced between 
1492 and 1850, a large proportion had been lost by absorption 
in the arts, by abrasion, and by exportation to the eastern hemi- 
sphere (a loss so fai' as European countries were concerned). The 
total monetary stock of gold in Europe was in 1850 about 38,000,000 
ounces, or, in terms of dollars, about $780,000,000. So sharp was 
the increase in production that, by 1860, the total monetary stock 
(after allowing for industrial consumption during the decade) 
was reckoned at 88,000,000 ounces, or about $1,800,000,000. In 
ten years the monetary supply of gold had doubled.^ 

The effect on prices after 1850, however, was not comparable 
to that of the earlier period. Prices did indeed rise after 1850 
in Europe and the United States, and remained at a compara- 
tively high level for about a quarter of a century. But the advance 
was one of only twenty or thirty per cent. No such revolution in 
prices took place as that which followed the discovery of America. 

The explanation of this slight effect from a cause apparently 
so powerful is to be found in several directions. There was a 
steady increase in the demand for money. The civilized world 
was progressing fast, and the volume of commodities produced 
aqd exchanged was enlarging. Next — and probably this was 
more important in the decades immediately after 1850 — the 
new supplies of gold were added to an existing stock composed, 
not of gold only, but of both gold and silver, and of the two metals 

J I take tl^se figures from Soetbeer's MateriaU on the SUver Question, 1887 
(Buglisk translation, p. IfiO). 
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coined and used with equal freedom. In that stock silver had 
been the major constituent in 1850. Finally, the new supplies 
of gold in part served simply to displace silver. Of this process 
of substitution more will be said when the topic of bimetallism is: 
reached.* It suffices here to note that in France and other bi- i 
metallic countries, much gold simply took the place of silver, the 
silver being lost to civilized countries by steady e^ortation to the 
Orient. So far as .such substitution went on, the new supplies of 
gold served to alter the composition of the metallic money of Eu- 
rope, but not to add to its total volume. There was indeed a net 
addition to the total volume, and an addition more than in propor- 
tion to the greater volume of commodities. Hence a rise in prices i 
took place ; only to that moderate extent, however, which has been 
indicated. 

§ 4. We pass over for the present the period of falling prices 
in the last quarter of the nineteenth century, since that period 
can be best considered in connection with bimetallism. In the ? 
production of gold, another great change set in during the closing 
years of the nineteenth century and the opening years of the twen- 
tieth. The annual output of gold had remained nearly stationary 
after the Californian and Australian discoveries of 1850. During 
the decade 1880-90, there had been some slight tendency to de- 
cline, but no marked change. Thereafter production rose rapidly ; ' 
it doubled before the close of the nineteenth century ; it quadrupled 
witliin five years thereafter. In 1880-90 the annual production f 
had been on the average something like $100,000,000. In the ' 
year 1900 it was over $250,000,000; in 1910, $455,000,000. The f 
change was almost miraculous. The total production of gold was ; 
greater during the twenty years 1891-1910, than it was during ; 
the forty years 1850-90 ; and during each of these periods it was s 
much greater than it had been during the centuries that elapsed j 
between 1493 and 1860.^ i 

i In the following chapter. J 

* The production of gold may be grouped as follows : — 

Aggregate during the 357 years, 1493-*1850 152,000,000 ounces I 

Aggregate during the 40 years, 1850--1890 232/^00,000 ounces j 

Aggregate during the 20 years, 1891'-1910 284,000.000 ounces ! 
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This \’ast addition to the stock of gold was the foundation 
of the rise in prices which took place in the Western nations, 
and indeed the world over, during the first decade of the cen- 
tury (1900-10). What other causes were at work, and to 
what extent the simple quantity theory must be modified in ac- 
counting for the higher prices, need not here be considered. The 
increase in the gold supply was the dominant cause. One cir- 
cumstance which operated as a drag on the upward movement 
of prices in 1850-75 W'as not present, namely, the displacement 
of silver. Gold had won its victory. Silver had been displaced once 
for all, or at least reduced to a subsidiary place. The additions 
to the gold supply were in the main net additions to the monetary 
stock of Western countries, and additions of extraordinary amount. 
No doubt, the great and steady growth in the volume of commodi- 
ties brought an increasing demand to meet the increasing supplies of 
gold ; whether the demand grew in proportion must be doubted. 

The new supplies of gold were derived, as already remarked, 
chiefly from low-grade ores; that is, from -great deposits of ore 
having a very low content of gold, but capable of being worked 
systematically on a great scale. It is profitable to mine ore 
which yields only $10 (half an ounce) to the ton ; that is, ore which 
contains gold in the proportion 1 : 75,000.^ The most notable 
source of this kind is in South Africa, where the mines of the Trans- 
vaal tempted fortune hunters and led to the subjection of the 
sturdy Boers. The so-called reef there is of great extent and cal- 
culable richness. For a considerable time the Transvaal mines 
alone produced annually nearly as much as the world's annual 
output in the richest period of the Californian and Australian 
discoveries. Similar deposits are worked, by the same improved 
methods, in the United States, and indeed in all parts of the 
world. American mining engineers and managers have been 
foremost in this march of improvement. As a result, the efficiency 
of labor in producing specie has been increased as much as in 
producing coal or iron or most manufactured commodities. 

» There are «vea mines, worked with handsome proEt, in which the ore contains 
only $2.50 gold to the ton, or 1 part in 300,000r 
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Any imiform increase in the gold supply, even the great, tends! 
to have a progressively smaller effect on prices. Each increment 
enlarges permanently the existing stock; and the succeeding in- 
crements, tho equally great, are less in proportion to the stock as 
enlarged, i The increase or supply takes place by arithmetical 
progression; it would have to take place by geometrical progres- 
sion in order to continue to lift prices at the same rate as at the 
start. The monetary supply of gold doubled between 1850 and 
1860. But after 1860, the stock on hand had been so much en- 
larged, that tho the same annual output was maintained, the rate 
of enlargement in the total supply was much relaxed. When a 
stream of water floods a valley, the first inflow raises the level very 
fast. As the inflow continues, there is a widening of the area 
over which the water spreads, and the same addition to the supply 
produces a steadily lessening effect in raising the surface. So it 
is with an increase in the supply of the money metals. 

§ 5. At the beginning of this chapter it was said that we should . 
expect gold to be governed in value by the principles that apply i 
under varying costs and diminishing returns. That is, we should 
expect value to be determined, in the long run, by cost at the 
poorest source of supply, or at the marginal mine. In fact, how- 
ever, over periods as long as it is commonly worth our while to 
consider, the relation is more nearly the opposite. It is not so 
true that cost at the marginal mines governs value, as it is that 
current value determines what sort of mine shall remain in opera- j 
tion and shall become the marginal mine. j 

This inverted relation is due to the operation of two of the | 
factors noted in the first section: the durability and consequent f 
large accumulated stock of gold, and the irregularity in the dis- i 
covery of new supplies. The great stock on hand determines or ■ 
at least underlies the value of the specie. Those mines that are f 
workable at this value continue to yield their supplies. Those that 
are not workable at this value cease. (We disregard here the alea- 
tory character of gold mining, which causes some production even 
at a loss.) The richer mines, which yield a large profit at current : 
values, in any case continue to yield supplies; ve?y probably 
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the major part of the annual output comes from them. Value 
does not accommodate itself to cost at their hands, because of 
the slow influence of the annual yield on the total stock. A de- 
cline in the value of gold — that is, a general rise in prices — makes 
things harder for the poorer mines, and some of them cease opera- 
tions. But cessation on their part may have but a negligible 
effect on the total stock. Search for new mines is constantly 
going on. All new ventures add something to the annual yield, 
even tho many of them are unprofitable and therefore only of 
temporary effect. Some of the ventures are highly successful, 
and on occasions — as in California and Australia in 1850, and 
in the Transvaal since 1890 — contribute huge supplies suddenly. 
It might be expected that a high value of gold (that is, low prices) 
would stimulate the search for it, a low value (high prices) dampen 
the search. Some such tendencies there doubtless are. They 
are overshadowed, however, in their effects on total stock and 
on value, by the steadiness of the total stock and the irregularities 
of discovery and exploitation. Historically, therefore, it is very 
difficult to discover any but the loosest connection between the 
cost of gold and its value. Over long periods — for generations 
at a time — the value of the metal determines which among the 
mines are able to hold their own. It is not these mines that de- 
termine the metal’s value. 

This proposition, at all events, seems now to hold good of gold. 
Until very recent times it held good of silver also. During the 
great silver flood which followed the discovery of America, the 
mines in Germany and other parts of Europe had to accommodate 
themselves to the new range of prices and the new value of silver. 
Those which were no longer profitable under these new conditions 
ceased operations; and the silver production of Europe sbranlr 
sensibly during that period. Within the last thirty or forty years, 
however, silver has been put into a very different position. It has 
become in the main an industrial metal, like tin, copper, nickel ; 
and its value is determined now by causes essentially the same as 
those acting on these other metals. (This great change in the posi- 
tion of silv^ is the main subject of the following two chapters. 
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Bimetalhsm 

Section 1, Both metals long used side by side. The ftilly developed doub 
standard illustrated, 261 — Sec. 2. Mint ratio and market ratio ; ove 
valued and undervalued metal. Tendency of the overvalued metal j 
displace the undervalued, illustrated by the experience of the Unit^ 
States, 262 — Sec. 3. “Gresham’s Law/* 265 — Sec. 4. Subsidiary coj 
and its proper regulation, 267. 

§ 1. In the preceding pages no attempt was made to consid^ 
the relations between gold and silver. The supply of speci 
was treated as if gold and silver constituted a homogeneous mass 
Thruout most of monetary history, however^ difBcuIties havii 
arisen in the endeavor to treat the two metals as homogeneous 
These difficulties became accentuated in the nineteenth century 
and finally resulted, at the close of that century, in the displace- 
ment of silver from the position of a freely coined money metal 
This change, one of the most notable in monetary history, wa? 
brought about in a surprisingly short space of time. For long 
centuries silver had been freely coined, and had been the more 
important monetary metal ; it was discarded in the brief eoiu^sq 
of one generation* 5 

Both before and after the great inflow of specie from the Span-f 
ish-American mines, the two metals were used interchangeably.; 
Silver was relatively the more plentiful, and the more commonly; 
used. It was possible to coin each metal independently, and letj 
the two sorts of pieces circulate together, but not on any common r 
basis. Yet it was highly convenient to link them together in i 
some way, so arranging their denominations that they could be ' 
used interchangeably. Gradually the double standard system ; 
developed : both metals were manufactured into coins of the same ? 
or similar names and denominations* The method is illustrated [ 
in the system of the United States, The silver dollar contains ; 

* 261 { 
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grains of pure silver, or 412-J- grains of silver xtr 

Jar contains (or rather, if coined, would contain) 23.22 
*'piire gold, or 25.8 grains of gold x% fine. Their weights 
are other as 16 to 1. ; (15.988 is the precise figure, cornmonly 

spoken of as 16.) This is the coinage ratio; the silver dollar 
contains sixteen times as much pure metal as the gold dollar. 
Similarly, in France, the five-franc piece of silver contains 347.22 
grains of pure silver, and the corresponding piece of gold would 
contain 22.4 grains of pure gold. The French coinage ratio there- 
fore is ISJ to 1. - 

Under the pure double standard in its complete form both metals 
are freely coined. Any holder of silver bullion can bring it to 
the mint, and have it manufactured into coin without limit 
of quantity , and the holder of gold bullion has the same right. 
Moreover, all coins, whether silver or gold, are made full legal 
tender.for the payment of debts; that is, of debts contracted, 
as most debts are, simply in terms of so many dollars or francs. 
These two elements — free coinage and full legal tender — are 
the essentials of the complete double standard. 

§ 2. When the double standard is adopted, the question arises 
whether the ratio” at which the metals are coined by the mint and 
are thtus given purchasing power in the form of money, conforms 
to their values as bullion. If at the mint 16 ounces of silver are 
coined into as many dollars as 1 ounce of gold ; and if, as bullion, 
15 or 15| ounces of silver can be sold in the market at a price 
equivalent to 1 ounce of gold — no one will bring silver to the 
mint. The silver will be more valuable as bullion than as coin; 
and experience proves that a very small fraction of difference 
suffices to decide that the metal shall not be presented for coinage. 
If, on the other hand, silver as bullion can be sold only at the rate 
of 16i or 17 ounces of silver for 1 ounce of gold, no one will bring 
gold to the mint. The holder of an ounce of gold can get for it 
at the mint only as many coined dollars as he can get for 16 ounces 
of silver. |By exchanging his gold in the market for 16J or 17 
ounces of skver bullion, he can get more coined dollars ; and ac- 
cordingly he ivill present silver bullion only at the mint.) To re- 
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peatj a very small variation between the ratio fixed at the mi 
and that wdfich rules in the open market will cause one or tl 
other of the two metals to be the sole one presented at the mii 
forcoinage. i 

V The metal which tends under such conditions to be presents 
at the mint is said to be overvalued. The metal which is 
presented, and which indeed may be subjected to the opposif 
process of being melted into bullion from coin, is said to be undei 
valued. Strictly speaking, the mint regulations do not put “ 
v^duation on either metal; they simply vState the conditions o 
coinage. But the regulations, when they are those of the complet< 
double standard, do lay down in an effective way a relative value 
Where silver is coined at a ratio of 16 to 1 of gold, the coinage 
system says that 16 ounces of silver are required to buy as muei 
as 1 ounce of gold ; the market says that 15 ounces suffice. Silvei 
is given a higher value in the market, a lower value by the mint ; 
by the mint it is undervalued. And where silver is worth 17 ounces 
in the market, it is overvalued at the mint if coined at this same 
ratio of 16 to L The mint then says that 16 ounces of silver are 
required to buy as much as 1 ounce of gold, but in the market 
17 ounces are needed to buy as much. i 

.That metal which is overvalued will tend to become the sole 
constituent of the metallic circulating medium. ^ It alone will 
be presented at the mint for coinage. This, to be sure, will tendl 
to withdraw it from the bullion market; and this process wdlh 
tend to raise its value as bullion. Conversely the undervalued: 
metal, not being presented at the mint for coinage, will tend to: 
be more plentiful in the market as bullion ; and this will tend to 
lower in turn its value. I The offer of free coinage under the double ^ 
standard thus in some measure exercises a steadying influence j 
on the relative value of gold and silver fact which, as will 
presently appear, has been of no small importance in monetary 
history. But if there be a permanent force at work which brings : 
about a continuing difference, even tho a slight one, between the ; 
market valuation and the mint valuation, then the undervalued : 
metal will gradually go out of circulation, the overvalued metal 
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will come more and more into circulation, and eventually the 
metallic money will consist of the overvalued alone. If there is 
a considerable and sustained variation between mint and market 
valuations, this process will work itself out very quickly; the 
cheaper or overvalued metal will displace the other in a very short 
time. 

No country’s history presents a simpler illustration of these 
principles than that of the United States. When our coinage 
system was established in 1792, the complete double standard 
was adopted, at the ratio of 15 to 1. That ratio was chosen after 
careful inquiry; but it proved to differ from the market ratio, 
W'hich was about 15| to 1. The ratio of 15f to 1 was accepted 
about ten years later for the coinage system of France. Silver 
accordingly was overvalued at the United States inint, and gold 
was undervalued. No gold was presented for coinage, and the 
metallic circulating medium consisted wholly of silver.^ In 1834, 

* Silver dollars of XTnited States mintage were, in fact, little used in this earlier 
period. The coins were chiefly of foreign mintage, largely Mexican dollars, which 
passed current at rates specified by law for their receipt in payment of public dues. 
The foreign coins took the place of the United States coins because they were 
abraded or light weight. (Note what is said in § 3 about Gresham’s Law.) 

The changes in the coinage system of the United States are shown in the following 
table. The coinage ratio, it must be remembered, rests on the relative weight of 
pure metal in the coins. 

Unitbo States CoiNAGis 



1 Gold Dollar 

L.. 

Silver Dollar i 


... .1 

Standard i 
Gold (gross' 
weight of 1 
coin) 

Fineness 

Pure Gold 

Standard 
Silver (gross 
weight of i 
coin) i 

Fineness 

Pure 

Silver 

Eatio 

I- ". ■ 

1792 

1834 

1837 

grains 
27.00 : 

916.66 / 

/ 1000 
899.226 / 

/lOOO, 
900/ ' 

/lOOOj 

grains 

24.75 

23,2 

23.22 

grains 

416 

4121 . 

892.4 / 

/lOOO 

900 / 1 

/ 1000 1 

grains 
3711 
371 i 
3711 

15 to 1 
16.002 to 1 
16,988 to 1 


The pure content of the silver dollar has remained the same thruout — 37Xi 
grains of fine silver. The change in ratio was accomplished in 1834 by lessening 
the amount of pure metal in the gold dollar. In 1837 further minor changes were 
made, bearing chiefly on the proportions of alloy in the coins. These proportions 
ha4 previously been irregular. The fineness was now made for both gold and 
silver, and th^ same time a slight addition was made to the pure content of the 
gold dollar, miaking a trifling change in the coinage ratio. 
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in consequence of various causes — partly a reaction against 
undue use of paper money, partly a spasmodic desire to use gold 
because of the discovery of what were supposed to be large de- 
posits in North Carolina — the ratio was abruptly changed. It 
was made 16 to L It overvalued gold as much as the old ratio 
had overvalued silver and gold alone was now presented at the 
mint for coinage. Silver gradually drifted out of circulation and 
out of the country. The change was virtually from a silver stand- 
ard to a gold standard. After the Californm gold discoveries 
in 1850, the change became pronounced. Great quantities of 
gold were coined at the mint, and silver quite disappeared. Ar- 
rangements were indeed made (in 1853) for the use of silver, as 
subsidiary coin, and in later, years its coinage into legal tender 
dollars was resumed ; but these later modes of using silver pre- . 
sented new questions, of Tvhich more will be said shortly. • 

§3. The tendency of the overvalued metal to drive out the : 
undervalued is often termed Gresham’s Law. The name is de- ! 
rived from a Sir Thomas Gresham of the sixteenth century, who t 
gets undeserved fame, as if he had been the discoverer of the ten- ; 
deney. The is simply the commonplace fact, long recog- I 

nized, that (where coins of different bullion value circulate side 
by side, the cheaper, if there be enough of them, will displace the 
better, j The cheaper money metal will be used by preference 
in presentation at the mint and in making payments ; the dearer J 
will be used by preference in the arts or for bullion purposes. 

An important illustration of this tendency is in the displace- ; 
ment of full-weight coins by light-weight or abraded coins of the 1; 
same metal. Until the nineteenth century the machinery for 
manufacturing coins worked slowly and somewhat imperfectly. 5 

It was difficult to turn out a great many coins rapidly; and the | 

coins minted not only were subject to ordinary abrasion, but, in I 
consequence of uneven mintage, were specially subject to clipping. j 
New and good coins were therefore likely to be picked out for ; 
use in the arts or for exportation, while only the poorer pieces ^ 
remained in circulation. Such seems to have been the common | 

situation of silver coins until far into the nineteen^ century. I 
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Silver coin, because of its more frequent use, is more subject to 
abrasion than gold. Moreover, it is more likely to pass current 
and to remain in circulation, even tho abraded; since it is used 
in minor transactions, a trifling deficiency in bullion content, 
even a considerable deficiency, is likely to be disregarded. People 
commonly accept the smaller pieces as they are offered in payment, 
without troubling themselves to inspect them. In the United 
States — to give an example ~ during the period from 1792 to 1834, 
when silver was the money metal in circulation, foreign silver 
pieces of various mintage were in actual use. These foreign coins 
had been authorized for use in public pajunents, because at the 
beginning no United States mint or coins existed. When the 
mint was established and coins were issued from it, the new coins 
could not displace the foreign pieces, being full-weight and prefer- 
ably used for the arts or exportation. Hence the coinage seemed 
futile and was discontinued, only the more or less imperfect 
foreign coins remaining in circulation. Difficulties of a similar 
sort were long encountered in all European countries, from the 
Middle Ages thru the eighteenth century. The remedies for them 
are simple : first, the plentiful and accurate manufacture of full- 
weight coin; second, the withdrawal of all legal sanction (such 
as receipt in payment of public dues) from other coin ; and third, 
the redemption at the public charges of pieces which become worn 
by ordinary wear.; It was formerly common to enact that pieces 
which had suffered in weight beyond a certain tolerance should 
not only lose their validity as legal tender, but should be redeemed 
at the mint merely as bullion, not at their face value. The holder, 
thus called on to suffer the loss in value from abrasion, tried to 
pass them on to another person. Since the payment of ready 
money is usually welcome to the payee, even coins much abraded 
remained indefinitely in circulation. It is now the common prac- 
tise, and the sound one for governments, to redeem at their Jace 
value all coins which have not been intentionally dipped or 
sweated At the same time, the machinery for providing new 

^ Th^ United States, however, redeems gold coins at their face value only where 
the depreciftSou not more than one-half of one per cent>» 
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and good coins is ainply adequate. The particular troubles here 
described have welbnigli disappeared. 

§ 4. The difficulties comnionly experienced under the double 
standard have <?aused resort to another mode of using both metals 
together. Gold is made the only freely (xuned metal and the 
only one having complete legal tender quality^ and silver, tho 
still eoinecb is not coined freely, but in limited aimouiitsand solely 
for use as a minor coin. This method was first systematically fol- 
lowed by England when she adopted the single gold standard in 
1816. It has since been adopted, so far as subsidiary silver is 
concerned, by all the civilized countries, and has become a normal 
accompaniment of the gold standard system. 

The system of the United States may serve as example. Tlie 
high value of gold makes it unavailable in minor payments. The 
smallest gold piece which can be conveniently used is the quarter 
eagle ($2.50), corresponding to the British half sovereign, the 
German ten-mark piece, the French ten-franc piece. Even the 
quarter eagle and the corresponding coins of foreign countries 
are of doubtful serviceability; they are easily lost or overlooked, 
and are subject to comparatively rapid abrasion. A piece of the 
sovereign or half eagle size ($5) is the smallest gold coin that is 
thoroly satisfactory. Yet a multitude of transactions must be 
settled with money of smaller denominations. Silver coins are 
convenient, in sizes from the ten-eent piece to the dollar piece. 
For the smallest transactions even silver has not bulk enough; 
for these, resort must be had to nickel and copper. 

Under the complete double standard it may well happen that, if 
silver is undervalued, all the silver coin, lax-ge and small, will disap- 
pear and that an inconvenient scarcity of small change will ensue. 
This is precisely what happened in the United States under the 
system which was adopted in 1834 and 1837. Silver was then 
undervalued and gold gradually took its place. When finally 
the California gold poured in abundantly after 1850 and gold 
coinage at the mint assumed large dimensions, silver completely 
disappeared from circulation. Hence in 1853 an act was passed 
which created the subsidiary system in this country, Silver coins 
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were authomed — half dollars, quarters, and dimes — coBtaimng 
so light a content of fine silver that no one would be tempted to 
export them or to melt them for the arts. The silver half dollar, 
for instance, was made to contain (and still contains) 172.8 grains 
of fine silver, or 345.6 grains for two half dollars. The silver 
dollar, whose free coinage at that time was still authorized, con- 
tained (and still contains) 371 i grains. If all silver coins had 
been freely minted at the rate newly adopted for the half dollars 
and for the other subsidiary coins (345.6 grains to the dollar), 
silver would then have been overvalued, and in turn would have 
displaced gold. But something very different from free coinage 
was put into operation. No private person w^as entitled to present 
silver at the mint for conversion into small coin. The govern- 
ment itself bought the silver bullion in the maricet, and alone 
arranged for its coinage. The amount which the government 
thus bought and coined was limited to the quantity supposed 
necessary to meet the needs of smalhehange transactions. Thus 
the silver coin would not be exported, and yet would not displace 
gold. To guard against possible abuse, it was further provided 
that the subsidiary coin should be legal tender only up to a limited 
sum, now fixed at $10. 

Obviously, the government makes a profit by an operation of 
this sort. The overvalued silver coins are paid out by the gov- 
ernment in its ordinary disbursements, or are exchanged by it for 
full-value gold. In either case there is a profit. This also is 
often called a seigniorage,^" the it differs in important respects 
from the seigniorage which may be charged on the freely coined 
and full- value pieces. 

Such are the essential principles of subsidiary coinage. Sub- 
stantially the same system had long been followed as regards the 
copper and nickel coins adapted for petty transactions. These 
have been token coins ever since gold and silver came to be used 
as the standard metals. , In fact, the underlying principle — an 
artificial value due to limitation of quantity — was followed, or 
attempted to be followed, in the ^‘billon"" coins common in Eu- 
rope from the Middle Ages until the fiirst part of the nineteenth . 
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ceBtiiiY* These m^ere pieces m denommatioiis for small transac-* 
tians, ha^dng some perearitage of siker, but chiefly alloy, dssued 
by kings and princes primarily for profit and gi\’eri a circulation 
within their territories. The issues were often excessive ; the 
opportunity for profit was abused. In this respeet^ as in so many 
others, coinage practise during the nineteenth century was greatly 
imxiroved, and now is welLnigh perfected. No state now coins 
subsidiary pieces, whether silver or nickel or copper, wfith a view 
primarily to profit. The profit accrues because it is incident to 
the best method of providing a convenient medium for small 
transactions. 

The regulation of subsidiary coin is carried on with variations 
of detail in ditTerent countries. The quantity coined is some- 
times fixed at so much per head of population. Thus in Germany 
subsidiary silver was minted in 1910 at the rate of 15 marks (for- 
merly 10 marks) per head of population; in France at the rate 
of 7 francs (formerly 6 francs) per head. In Great Britain no 
specific limit is set; the Bank of England arrafages for the coinage 
of such amounts as experience from time to time shows to be needed. 

In the United States, also, no limit is set. 

To prevent any possible depreciation of the subsidiary coin, 
it is usually redeemable at its face value by the government treas- 
uries when presented in reasonable amounts. In the United States, 
for example, subsidiary silver coins are redeemable when presented ; 
in sums of $20, in Germany when presented in sums of 200 marks, r 
The same object is accomplished by receiving them without limit ] 
of quantity in payment of public dues, as is the case in France, | 



CHAPTER 21 

Bimetallism, continued . The Displacement of Silvee 

Section 1. The double standard in France, and elsewhere, until recent times. 
Its tendency to keep the relative value of gold and silver stable. This 
effect produced by French bimetallism, 1825-73, 270 — Sec. 2. New 
situation after 1870. Free coinage of silver ceased in 1873. Thereafter, 
gold the standard in France and the Latin Union, 273 — Sec. 3. The 
United States; acts of 1873, 1878, 1890, and 1893. Silver dollars and 
silver certificates, 276 — Sec. 4, Cessation of free coinage in British India 
in 1893. Decline in the price of silver, 278 — Sec. 5. Would universal 
bimetallism conduce to a stable ratio between gold and silver? 281 — 
Sec. 6. Would universal bimetallism conduce to stable prices? 283. 

§ 1; We turn now to a consideration of the relation between 
silver and gold during the nineteenth century and to the train of 
events which ended in the virtual discarding of silver and the 
general adoption of the single gold standard. 

The double standard, traditional in Europe for many centuries, 
was chosen by the United States in 1792 as the normal system. It 
was maintained by Prance when in 1803 she established her present 
system of decimal coins. In England, it is true, the single gold 
standard, with silver for subsidiary coins only, was adopted in 1816. 
England had had, thru the eighteenth century, a normal double 
standard, with a circulation composed in fact chiefly of gold. 
In 1816 the gold standard was formally and definitively estab- 
lished. But on the continent of Europe in general the double 
standard prevailed, with a stock of metallic money made up, 
as a rule, chiefly of silver. France alone had a circulation in 
which gold, tho by no means the largest constituent, yet was 
important side by side with silver. That great country emerged 
from the wars of the Napoleonic period in a prosperous state ; and 
her continued prosperity and her large stock of both metals had an 
important influence on monetary history for over half a century. 

It has already been said that the very existence of the double 
standard teSds to bring the relative values of gold and silver 

270 
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toward the ratio chosen. ,Wlien a supply of the overvalued 
metal is attracted to the mint, so much le.ss of it is left in the 
open market. Its value tends to rise, it becomes less overvalued, 
perhaps cea.ses to be overvalued at all, Wlien, on the other 
hand, a .supply of the undervalued metal is melted or exported, 
so much more of it comes on the market. The additional sup- 
ply tends to lower its value, and the market ratio comes nearer 
to the mint ratio. A country having a double standard may be 
.said to be in the position of one who offers to buy and sell at 
its coinage ratio (say 15| to 1) any quantity of gold and silver 
that may be offered. This is not literally the case ; the country 
does not directly buy gold and silver bullion. But its free coin- 
age of both is tantamount to purchase, so long as a supply of 
both metals remains in circulation, and the substitution of one 
for the otlier can actually take place. When once either metal 
has completely displaced the other, this consequence no longer 
appears. 

Some effect of this sort was produced by France during the 
second quarter of the nineteenth century; and a marked effect 
was produced in the third quarter.^ I Whenever the price of silver 
fell in terms of gold, silver tended to be sent to France for coinage, 
and gold tended to flow out of France. Whenever the price of 
silver rose in terms of gold, gold tended to be sent to France 
for coinage, and silver tended to flow out/ A high price of silver 
in terms of gold means, of course, a low market ratio, while a 
low price of silver means a high ratio.® During the greater part 

J The first quarter Qf the mueteeuth century wag much disturbed; moreover, 
oiir information as to the flow of speele into and out of France is exact only after 
1822, Hence the narrative in the text is confined to the second and third quarters* 

2 xhe relation of the ratio to the usually quoted price of silver may be stated 
thus;’— ■ ■ . , ■' , ■ , , , 


At the Ratio of 

This Pexch of Fxnb Bihvm in 
United States Monbf is 

The Price of Bar Sinvaa 
(.925 fine) in BRiTTsar 
Money is 

’■16 it 

$1.2919 per ounce 

58.93d. per ounce 


1.3336 per ounce 

60.83 per ounce 


1.3780 per ounce 

62*86 per ounce 
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of the period from 1820 to 1850, the price of silver was somewhat 
lower than the equivalent of the French ratio of 15 J to 1. Silver 
tended to flow into France ; gold tended to flow out. The French 
circulation then consisted chiefly of silver; the proportion of 
gold was not large, and a very great substitution would have 
led to the complete disappearance of gold. That stage was nearly 
reached, but not quite. France was growing in population and 
wealth, and there was the basis for a large net increase in the 
stock of specie. Much of the added silver made its way into 
circulation without displacing gold, and the outflow of the latter 
metal, tho it seems to have come very near to exhausting the stock 
in circulation, did not entirely do so. 

After 1850 the situation abruptly changed. The unexampled 
supplies of new gold from California and Australia were poured 
into the world’s markets. The price of silver rose; the ratio fell. 
It became advantageous to send gold, not silver, for coinage into 
France. A very great influx of gold took place, amounting for 
the decade 1850-60 to over 3,000,000,000 francs (8600,000,000). 
A corresponding, tho by no means an equal, outflow of silver 
took place. For in this period, as in that preceding, France 
increased her metallic stock, with the difference that now the 
addition was all in the form of gold, whereas before it had 
been chiefly in the form of silver. The silver which was 
steadily exported from France tended to keep down the price of 
silver bullion in the market, and so maintained the market ratio 
not far from ISl to 1, tho now with a tendency to a figure lower 
than 15| rather than higher. 

The bimetallic regime in France during the period immediately 
following 1850 thus served to steady both the general range of 
prices and the ratio between gold’ and silver. A great part of the 
new gold simply displaced silver in France. The superseded 
metal, again, made its way very largely to the East; and, as it 
happened, the movement of spe’cie to the East ^ was in this period 
unusually large. There the silver was absorbed without sensibly 
affecting prices even in those regions. The free opening for coin- 
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ing both metals in Prance Las been justly deserfe^ operating 
like a paradiute to arrest the fall of the value of gold- Some fall 
— that is, some rise in prices — did indeed take place ; but it 
was less sharp than would have been the case without the Prench 
coinage influence* 

This episode has been cited by the advocates of bimetallism, 
and justly, as an illustration of the benefits that may come from 
their system. Some critics have maintained that the result 
failed of attainment, so far as concerns the relative value of gold 
and silver, because the market ratio was not perfectly steady* 
It fluetuated, tending to be a trifle above 15 1 to 1 before 1850, 
a trifle below after 1850. But no one would maintain that an 
unfailing steadiness at the price exactly equivalent to a ratio of 
15| to 1 was either possible or in any significant degree desirable. 
It suffices if a reasonable approach to steadiness is secured. Some 
fluctuations, according to the changing currents in international 
trade and in the foreign exchanges, are inevitable; so much will 
become clear when at a later stage the subject of the foreign 
exchanges is taken up. In essentials, the bimetallists can point 
to the French experience, certainly during the period after 1850, 
as counting in favor of their system. 

§ 2. Later in the nineteenth century another change set in, 
not quite so abrupt as that after 1850, but no less unexpected. 
The production of gold had reached its maximum about 1860, 
and thereafter barely held its own. The inflowing new supplies 
were still very great as compared with any period before 1850 ; 
but they spread over a larger area, and they were met by an in- 
creasing volume of goods. The industries of the civilized world 
were rapidly expanding, and the demand for money on the whole 
kept pace with the supply. On the other hand, a change began 
in the production of silver. Great discoveries were made in 
the United States, the beginnings of an increase in the produc- 
tiveness of silver mining as striking as that which had taken place 
in gold mining. The price of silver in the market fell slightly 
about 1865. Silver no longer flowed out of Prance,^ and some 
silver flowed in. The market price for a few years was equiva- 
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lent almost exactly to the ratio of 15| to 1. Then in 1873 it 
fell more sharply, became equivalent to a ratio of 16 to 1, and 
led to a new inversion of the movement; gold began to flow out 
of France in large quantities, and silver began to flow in. 

This inversion proved unwelcome. Gold had come to be 
regarded, reasonably or unreasonably, as the preferable metaL ^ 
The practise of England, the leading industrial country, was the 
main cause of this preference. The German Empire, when re- 
organizing its currency system in 1871, adopted the gold standard 
once for all, influenced chiefly by the English example. The 
eoinage of the United States had been, after 1850, practically on 
a gold basis. France, not wishing to lose her gold, in 1873 stopped 
the free coinage of silver. In this measure France no longer 
acted alone. With other countries she had formed in 1865 the 
Latin Union; the other countries being Belgium, Switzerland, 
Italy, and Greece.^ The main object of the Union was the adop- 
tion of a uniform decimal coinage system, based on the French 
franc. Complete bimetallism, with free coinage of both metals 
at 15| to 1, was also adopted ; and thereafter all these countries 
had to act in common in their mint and coinage legislation. France 
was by all odds the most important power in the Union, indus- 
trially as well as politically. With the checkered and interesting 
history of the Union we have not space to deal ; it served a useful 
end by promoting the spread of the rational decimal systto, but 
it led to much friction and inconvenience between the adherent 
countries. The decisive steps were taken in 1873-74; then 
free coinage ceased, tho not all of silver coinage. In 1873 France, 
aetmg alone at first, limited the amount of five-franc pieces 
(that is, of full-tender silver) which would be coined at the mint. 
Belgium, also acting alone, imposed a similar limitation in 1873. 

In 1874, the Latin Union, by a special agreement, prescribed 
the same policy for its members, the amount of five-franc pieces 

1 Greece joined the Latin Union in 1868. Spain adopted the franc system, but 
did not Join the Union. Greece and Italy, tho members, have counted for less 
than the other countries, because their currency, during practically all of the time 
when action ^regarding silver coinage was under consideration, was on a paper basis. 

As to paper money, see Chapter 23, below. 
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to be coined being apportioned among them. Limitation was soon 
followed by complete cessation. In 1878 the coinage of five- 
franc pieces was stopped ; and it has never been resumed. Bimet- 
allism came to an end. 

The cessation of silver coinage left the metallic circulation 
^ of these countries in a situation not different on the surface from 
that of bimetallism, yet in essentials ver^' different. Gold and 
silver coins continued to circulate side by side, and maintained 
the relative values assigned to them at the mint. The silver 
five-franc pieces were not subsidiary coins ; they were legal tender 
without limit in payment of debts. Yet in important respects 
they were like subsidiary coin. They were no longer freelj^ minted ; 
and their intrinsic or bullion value was different from that which 
they had as coin. Tire price of silver bullion continued to fall. If 
free coinage of silver had been retained in France and the Latin 
Union, silver would have been presented at their mints in larger 
quantities. But it was no longer accepted ; gold alone was 
A freely coined. ' The silver coins were as good as the gold for 
payments within each country, and indeed thruout the Union, 
since' they were of uniform shape and content.'-, They were (and 
.( are) legal tender without limit and they were received without, 
limit in payments to the government for taxes and other dues/ 
Large quantities of gold, on the other hand, were also in circula- 
tion. This gold had to be in use, in addition to the silver. If 
the monetary supply had been confined to the silver alone, its 
limited quantity would have caused prices to be low; this again 
would have caused imports to be small, exports to be large ; money 
would have flowed in; and the only kind of money which now 
could flow in was gold.^ The silver five-franc pieces, like sub- 
sidiary coin, were given an artificial value by the limitation of their 
quantity ; and their value conformed to that of freely coined gold. 
To this situation in France and the Latin Union, never estab- 
lished by design, but reached thru a succession of tentative steps, 

i The reasoning here anticipates what will be said later of the working of inter- 
national trade. But this part of the theory of international trade so simple that 
its bearing will be readily seen. Compare, Chapter 32. 
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the name "'limping standard'' has been applied. The silver coin, 
tho intrinsically of less value than the gold, hobbles along, main- 
tained at equality by being coupled with its stronger associate. 
The same situation has developed in other countries also, partly 
by deliberate action, partly by steps taken with as little intent 
of bringing about a limping standard as in the Latin Union. 

§ 3. In the United States a result exactly similar to that in 
France was brought about, without intent, thru a succession 
of compromises and half measures. The history of this episode 
Cannot be fully understood until price movements and paper 
money have been dealt with. So far as the silver situation is 
concerned, it will suffice to state briefly the important evezits. 

In 1873 the coinage of silver dollars — that is, of the full tender, 
freely coined silver — was dropped in the United States. It 
was in this year, too> that France suspended free coinage; but 
the coincidence in date was fortuitous. The Unhed States in 
1873 had only paper money in circulation — depreciated paper, 
or so-called fiat money. . If there had been specie in circulation 
(and for some important purposes specie was in use, tho not 
in active circulation) that specie would have been gold. After 
the coinage changes of 1834 and 1837, and the influx of new 
gold that began in 1850, gold alone had been the real basis of the 
monetary system. The existence of a nominal double standard 
had been forgotten. In 1873 the coinage legislation of the country 
was overhauled and consolidated, in the expectation, realized 
in 1879, that paper money would be given up soon and a specie 
system reestablished. In this revision of the statutes, the silver 
dollar was dropped from the list of coins that could be struck. 
Therewith bimetallism, long obsolete in practise, was formally 
ended by law. The change naturally attracted little attention. 
In later years, when a strong agitation for renewed use of silver 
had sprung up, the dropping of the silver dollar was often called 
"the crime of 1873," It was supposed to have been stealthily 
done b:|^ersons interested in securing the gold standard. In 
fact> it TOs done quietly because nobody at the time thought 
it of any moment. 
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After 1873 a period of depression and of fallmg prices set in, 
A strong party in the United States wished to chee^ fall, 
and welcomed any legislation which would add to the quantity 
of money in used For a generation, there was agitation for a 
return to complete bimetallism — to the free coinage of both 
^ gold and silver. At the old ratio of 16 to I, and at the market 
prices of silver after 1873, this would have meant the actual 
coinage of silver alone. Yet this radical step, tho often it seemed 
impending, was never taken. By w^ay of compromise? two great 
measures were passed, each providing for a large tho limited 
quantity of overvalued silver dollars. 

In 1878 the so-called Bland-Allison Act was passed, requiring 
the monthly purchase by the government of not less than 
$2,000,000 worth of silver bullion nor more than 14,000,000 
worth; this bullion to be coined into dollars of the old content 
(4I2| gains of standard silver, 371 1 grains of pure silver). The 
minimum o under the act was in fact bought and coined 
— 12,000,000 wwth of silver. The number of dollars obviously 
was more than two million a month. If the price of silver, in 
terms of the money which the government used in buying it 
(this money was gold after 1879) happened to be low, more silver 
bullion could be bought with the fixed sum of 12,000,000 and a 
larger number of dollars coined ; if the price was high, less bullion 
could be bought and less dollars coined. In fact, during the 
period from 1878 to 1890, when this act was in force, the out- 
come was an average monthly coinage of about 2,500,000 silver 
dollars, or 30,000,000 a year. These dollars were precisely like 
the French five-franc pieces; overvalued, limited in quantity, 
full legal tender, and in every respect as valid for payments as 
gold. 

In 1890 a second measine was enacted, again a compromise 
between free silver coinage and rejection of silver. Without 
entering on the details of this complicated and luckless statute, 

i A political party is not meant here ; neither Democrats nor Rephhlicans were 
oondstent in their policy as regards silver coinage. The silver part;y; was made up 
of adherents from both political parties. 
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it may be said/in sum, that during the three years of its life (it was 
repealed in 1893) silver was purchased by the government which 
added eventually not less than 218,000,000 silver dollars to the 
country's money supply. Under the act of 1878, there had been 
coined, in round numbers, 352,000,000 such dollars* When these 
operations finally came to an end, a total of 570,000,000 dollars of 
overvalued silver had been injected into the circulating medium. 

It is not so much in the form of coin as in that of the silver 
certificate that the silver has made its way into actual circula- 
tion. This kind of paper money, as the name indicates, is merely 
a certificate or warrant stating that so many silver dollars (one, 
two, five, as the case may be) are held in the government vaults 
and will be paid to the bearer on demand. Since the paper 
representatives are for most people more convenient than the 
somewhat bulky dollars, their issue has greatly facilitated the 
actual circulation of the additional money. ;; 

Evidently the possibility of adding thes6 hundreds of millions 
to the monetary supply of the United States, and yet keeping 
them equal in value to gold, rested on the fact that this is a huge 
country; and not only a huge country, but one whose industry 
advances at a prodigious rate. An indefinite increase in the 
quantity of overvalued or "fiduciary'' money would mean the 
eventual expulsion of gold. Between 1890 and 1893, the rate of 
increase under the act of 1890 was so great that gold seemed 
about to be expelled ; and this probability was one cause of the 
remarkable crisis of 1893, and of the repeal of the act. In later 
years, the population, resources, and industrial output of the 
United States advanced by leaps and bounds. The quantity 
of commodities offered in exchange for money rose enormously. 
Hence gold not only remained in the country side by side with 
the silver, but the quantity in monetary use increased. Conse- 
quently the overvalued silver had its stronger companion side 
by side, and was held up to an equal value ; it was as good as gold.^ 

§ 4. One other important event remains to be noted, the 

1 In the coTi^se of the Great War, a large part of the silver dollars held by the 
Uihted States Treasury against outstanding certificates was sold as bullion to the 
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last in the eham of those which deposed silver from its former 
monetary place. In 1893, the same year in which the United 
States ceased its purchases of silver for coinage into dollars, 
British India put an end to the free coiimge of silver* The flow 
of specie to the East, already referred had always been chiefly 
in the form of silver. British India, by far the most important 
country of the East, had coined that silver freely into rupees 
(the bullion content of the rupee is about two-fifths that of the 
United States dollar). The continued fall in the price of silver 
caused serious embarrassments.^ After long and patient waiting, 
the British government in India finally took the drastic step of 
closing its mints to silver. Thus in one year, 1893, the last two 
great markets for silver — United States and British India - — 
were dosed. "iThis was just twenty years after the French mint 
began the great change. 

The bottom seemed to drop out of silver in 1893. Its pro- 
duction had been steadily increasing for a quarter of a century. 
Before 1870 the annual supply from the mines had been about 
30,000,000 ounces. After 1870, it rose thus : ---- 


Average aimual product in the 5-year period 1S71-1875 . 
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So great a fresh supply pressing on the market, with most mints 
closed to free coinage, caused a steady decline in price. In terms 
of United States money, the ounce of silver fell from |L29 in 

British goveriimeat, which used the silver to meet a pressiug need for rupees in 
Britisii India. A corresponding amount of silver certificates was at the same time 
withdrawn, and replaced by special issues of federal reserve bank notes of sim- 
ilar small denominations. This was a temporary and makeshift proceeding. 
After the war steps were taken to replace the silver by purchase, to recoin the dollars, 
to issue silver certificates once more, and to withdraw the specially authorized 
bank notes. 

1 Chapter 18, § 4. 

* See Chapter 23, § 5 ; Chapter 32, $ 6. * 
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1873 to about $.90 in 1892. The American purchases under the 
acts of 1878 and 1890 did not serve to prevent that decline, tho 
doubtless they made it less abrupt. With the two closures of 
1893 (in the United States and British India), the price fell sharply 
to $.67. In 1894 it was on the average about $.64. 

From 1893 to the period of the Great War silver maintained, 
on the whole, the levels reached in that year both as to produc- 
tion and price. The production did not diminish, and indeed 
rose sensibly after 1906 ; the price remained in the neighborhood 
of $.60 an ounce. At that price the market ratio is about 34 to 1. 
It follows that the silver dollar contained less than half its nominal 
content; that is, as metal it was worth less than fifty cents in gold. 
The French five-franc pieces were overvalued to a similar degree. 
Silver became in all the leading countries a commodity like any 
other, fluctuating in price according to market conditions. It 
was bought in large quantities by governments for manufacture 
into subsidiary coin, and the demand for this purpose has proved 
to increase steadily. It was used in the arts in growing quantities ; 
and the East still absorbs considerable amounts, partly for mone- 
tary use, partly for ornament, partly for hoarding. That its 
production continued undiminished, notwithstanding the great 
fall in price, indicated that its marginal cost was not greater 
than the price that ruled during this period. 

It will now be obvious why, as was Stated in the preceding 
chapter, the value of silver is related to its expenses of produc- 
tion in a different way from what it was in former centuries, 
and in a different way from gold. Silver no longer has a free 
opening in monetary use. The annual supply can no longer 
be added, as can that of gold, to a vast monetary stock. What 
part shall be added to the circuating medium in the form of 
subsidiary coin depends on the purchases which governments 
choose to make. The output of the mines is sold, like that of other 
metals, at whatever price it will fetch. The price corresponds 
in a rough way to its marginal cost, and is in a rough way de- 
termined by its marginal cost. The existing silver coins of the 
countries or the limping standard are kept at an artificial value; 
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but this artifiekl value has no influeiiee on the value of the newly 
accnimg supply^ 

§ 6* Two entirely diffemit questions of principle arose during 
the course of the deposition of silver. One concerned the rela- 
tive values of gold and silver^ and the effects on those relative 
values of bimetallism and of moiioinetalHsm* The other con- 
cerned the general range of prices and the effects on prices of 
bimetallism and monometallism. The bimetallists contended 
that their system conduced to a more stable ratio between silvex* 
and gold. They also contended that it conduced to a greater 
stability in prices. On the first question they were probably in 
the right; on the second question the verdict of history was 
on the whole against them. 

We have seen, in the case of France, tliat the very existence 
of complete bimetallism — free coinage of both metals — tends 
to keep the value of the two metals in correspondence with the 
ratio. Suppose now that the industrial area over which free coin- 
age prevailed had been very much larger than France. Suppose 
that not only France and the Latin Union, but England, Ger- 
many, the United States, had coined silver and gold freely at 
the French ratio of 15| to 1, From this vast area the expulsion 
of gold would have been difficult, nay, wrell-nigh impossible. The 
countries mentioned include all in which gold was freely coined 
during the period of the great fall in silver. Whither could the 
gold have been driven? The ordinary avenue of departure — 
exportation — could hardly have been followed, since there were 
no important coimtries to which large quantities of gold could 
have been exported. A rapid rise in general prices would per- 
haps have stimulated industrial consumption; but this would 
have been a slow process, coming to its end long before all the 
gold had been absorbed in the arts. A rapid rise in general prices, 
again, might conceivably have checked the production of gold; 
but this too would have been a slow and uncertain process, having 
its term like the other — ^at the point where the poorer mines' 
had been brought to a stop. The monetary stock of gold would 
have remained in monetary use without great chan^, and would 
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perforce have remained in circulation side by side with silver. 
This result would have been the more probable because, if the 
leading countries had adopted bimetallism at a common ratio, 
the lesser countries would have been likely to join them. Inter- 
national bimetallism, applied unflinchingly by the leading coun- 
tries, w^ould have brought about the proximate object — the con- 
current circulation of the two metals as money, and a market 
value corresponding to the mint ratio. ; 

This conclusion is subject to possible qualification. It rests 
on the assumption that people in general, and the business com- 
munity in particular, would accede to the regulations contem- 
plated (and in part prescribed) by governments. Thus, silver 
would be made a legal tender in payment of debts, and therefore 
as good as gold for a vitally important monetary use. ^ Con- 
ceivably, however, general opinion ^ — general prejudice, if one 
is disposed so to call it — would boycott the use of silver. As 
will be seen in connection with the history of paper money, ^ the 
power of government in forcing the use of a particular kind of 
money has its limits. To confer on money the legal tender quality 
is by no means necessarily to make it pass in general circulation. 
But in the special case here supposed for silver it is not probable 
that a government would have overpassed the limits within which 
it can influence the use of money. Silver was in most parts of the 
world, in the period from 1873 to 1893, a familiar and not unwel- 
come form of money. True, in Great Britain it was not familiar, 
and much prejudice in that country, and in the United States 
and Germany also, would have had to be overcome; yet the 
obstacles against the acceptance of the new situation would 
hardly have been insuperable. 

An experiment of this kind would have been most interesting 
to the economist; but the political obstacles to international 
bimetallism made it impossible. There never was a chance for 
the conclusion of a compact. Great Britain at no time was will- 
ihg to accede, except as to British India, which would not have 
brought any new strength to the bimetallic league. Without 

* See below in this Book, Chapter 28, § 1. 
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Great Britain, Germany would not come in; without at least one 
of those countries, the United States would not. Whatever the 
abstract possibilities of united bimetallism, the project never had 
a W'orking prospect of realization. 

§6, Very different is the second question that arose regard- 
ing the stability, not of the ratio between the metals, but of the 
general range of prices. And this, obviously, is by far the more 
important question. It does not matter much to the community 
(tho it may very greatly concern the mine owners) whether silver 
exchanges for gold at the rate of 15 to 1 or 30 to 1. But it matters 
verj’’ much whether prices go up or go down or remain stable. 
That they should remain as stable as possible is the desirable 
situation. How far would international bimetallism have pro- 
moted this result? 

The answer to this question depends on the extent to which 
the total supply of specie — ^ gold and silver — would have been ‘ 
affected. In the year 1890 the amswer seemed doubtful. The 
production of gold then seemed virtually stationary. That of 
silver, on the other hand, was rapidly mounting, in face of a 
steady fall in price. The opponents of bimetallism maintained s 
that silver, once restored to free coinage, would be produced in 
immensely greater quantity. Under modern mining methods 
vast known deposits of low-grade silver-bearing ore can be treated ; « 

the question is not merely one of discovery or speculative exploi- ; 
tation, but largely one of calculable profit. Raise the price ^ 
of silver to 11.33 an ounce (the price in United States gold corre- 
sponding to a ratio of 15| to 1), and floods of silver might be 
expected to come out. Opponents predicted that the addition 
to the monetary stock would be so huge as to double all prices in 
ten years. The bimetallists on the other hand said that the in- ; 

crease in output would not be great, and that, with a stationary ; 

or declining output of gold and with a great area over which the 
total metallic stock could spread, the change in prices would be ( 
slow, and so far as it did take place rather beneficial than other- | 
■■ wise. j| 

Whatever doubt there may have been regarding tEie probabili- j 
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ties of the case — and there was much, about 1890 — was set at 
rest by the new conditions which set in after that date. The 
wonderful increase in the annual product of gold has already been 
described. The danger of a scant supply of gold — so scant as to 
keep prices moving downward — disappeared. If silver had 
been freely coinable as well as gold, the total supply of the two 
metals would have increased at a portentous rate. Even at the 
low prices of silver which have prevailed after 1893, the pro- 
duction of that metal did not diminish. At doubled prices, it 
would surely have increased fast, and so have added much more 
to the supply of specie. Bimetallism would have led not to stable 
prices, but to prices even less stable than under the single gold 
standard, and advancing even more rapidly. The extraordinary 
increase in the production of gold put an end for an indefinite 
period to all proposals for rehabilitating silver. 


CHAPTER 22 

Changes IN Prices 

Section L Changes in prices measured by inde^ numbers. The Mmpk 
arithmetical mean. Iliustration from prices in the United States, 19 IS- 
IS, 285 •— Sec. 2. Weighted index numbers. Medians. Illustration 
from prices in the United States, 1S90-1006, 2SS — Sec. 3. Effects of 
changes in prices on creditors and debtors, 293 — Sec. 4. Peculiar prob* 
lem where the movement of prices is different from that of money incomes, 
294^ — See, 5. Bising prices seem to cause prosperity, falling prices 
adversity. This is due to the slower advance of money wages, and the 
consequent gains or losses of employers of labor, 297 — Sec. 0. Changes 
in prices are accompanied by changes in the rate of interest. The parallel 
movement due, not to any conscious adjustment, but in part to the effects 
on business profits, in part to the general causes of oscillations in prices, 

■ SOI.'' 

§ 1. Two topics will be taken up in the present chapter : first, 
how to ascertain and measure whether changes in prices have 
taken place; second, what are the consequences for good or ill 
of such changes. Of the causes of the changes nothing more 
will be said for the present. 

The measurement of changes in the value of money would be 
easy if all prices went up and down together. But this they 
never do. Some prices go up, while others go down. Occasionally, 
in times of very great and rapid movement, almost all prices 
change in the same direction. Even then, some rise or fall in less 
degree than others. In 1916'"18 the general trend of prices in 
the United States was unmistakably upward ; most commodities 
advanced sharply in price, some enormously. Yet a few showed a 
downward movement. The extreme range was from oil of lemoU;, 
whose price in 1918 was only one-third of what it had been a few 
years before, to a drug, acetiphenetidin, whose price became 
fifty times as high as before.^ Tho the fact of a change in a given 

^ I take these illustrations, and also those on page 287, from the History of Prices 
during the War, prepared by Professor W. C. Mitchell and pubK^Jied in 1919 fay 
the W!^ Industries Board, Washington. 
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direction be clear, the complexity of the phenomena makes diffi- 
cult tlie measurement of its extent. 

To get a summary expression of the general trend of prices, 
resort is had to the method of index numbers. An example will 
best explain how an index number is constructed. Suppose that 
on January 1, 1900, the price of iron was $15 a ton, of wheat $1 
a bushel, of cotton 10 cents a pound, of wool 40 cents a pound. 
These are called the base prices. Later prices are expressed in 
relation to them, usually by stating them in terms of a percentage. 
Suppose that a year later, on January 1, 1901, the prices of these 
four commodities have come to be $20 for iron, $1.25 for wheat, 
10 cents for cotton, 36 cents for wool. Then the actual prices, 
and the percentage relation between them, would stand thus: — 



1900 

[ 1901 

Base Price 

100 ! 

Price 

Percentage 
TO Base 

Iron . . . . . . 

$15.00 

100 

$20.00 i 

133 

Wheat • . * , , , 

1,00 

100 

■ : 1.25 j 

125 

Cotton , . . . . . 

,10 

100 

.10 

100 

Wool . . . , . . 

.40 

100 

.36 

90 

Total .... . 


400 


448 

Average (arithmetical 





mean) .... 


100 


112 


The index number was 400 for 1900, and rose to 488 for 1901. 
•Reduced to the arithmetic mean, the index number for 1900 was 
100; that for 1901 became 112. Sometimes index numbers are 
given in the first form, by simple summation ; such, for example, 
is the mode in which the well-knovni index number of tlie ion- 
dm Economist is made up. More often the numbers are aver- 
aged. The base average, of course, is always 100; the average 
for any other year is then a percentage of the base average. In 
the example just given, the index number shows a rise in prices 
of twelve per cent; or, rather, as the very word “index” implies, 
indicates a rise to that ex^nt. 

If, now, instead of four commodities, fifty or a hundred were 
treated in this way, we should feel some confidence in the indica- 


22-.§, I] 


CHANGES IN .FRIGES 


287. 


tion obtained as to a general eliange in prices. If the summarized 
result for a large number of articles is an advance of ten or twenty 
per cent in the index number, it is tolerably certain that most 
commodities have gone up in price. No doubt the result may be 
due to the fact that half the commodities went up a great deal, 
^ while the other half went down, tiio but moderately. But an 
examination of actual changes, even a cursory one, almost always 
shows, where a marked change has occurred in an index number, 
that the large majority of prices have moved in tlie one way indi- 
cated. The index number serves, therefore, to point to a fact 
- that on the whole prices have moved in one direction. 

To illustrate : during the years immediately preceding the war 
of 1914“'18 and during the war period itself, the index numbers 
for prices at wholesale in the United States, caleulated on this 
plan, were as follows : 

July 1 , 1913 to June 30, 1914 (base) . * . • .100 


Calendar year 1913 . . . ..... 101 

'' lOM ". ....... 99 

'' « 1915 \ . . . . ... 102 

« « 1916 ........ 126 

1917 . . ..... . 175 

" 1918 . . . . . . . . 194 


A sharp advance in prices is here indicated. It is true, as har 
been mentioned, that a few commodities actually fell in priced 
yet they were no more than two per cent of the whole number 
of articles. With these almost negligible exceptions, all com- 
modities sold at higher prices in 1918 than in 1913“*-15. Yet, 
unmistakable as was the general trend, nothing like a uniform 
movement took place. Grouping the several articles accord- 
ing to the extent of the advances, we find that in 1918 
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In other words, two-thirds of the articles were sold at prices 
ranging from thirty per cent higher to one hundred fifty per cent 
higher. The change, tho it showed great variety and irregularity, 
was almost universal; the index number, which registered an 
advance of ninety-four per cent, or almost a doubling of prices, 
summarized an upward movement which was great and rapid, and 
yet was highly complex. 

§ 2. Other modes of reaching index numbers have been pro- 
posed, the arithmetical mean being criticized as crude and inade- 
quate. Some of the suggested improvements may be briefly 
noted, and the usefulness of the simpler method tested by com- 
parison with the results from those more complex. 

The geometrical mean has been advocated; and sometimes 
other mathematical means. Of the geometric mean it is said, 
with undoubted truth, that its use will mitigate a misleading 
effect on the index number from extraordinary fluctuations in 
the price of a single article. With the use of logarithms the geo- 
metric mean is easy to ascertain ; and it has quite as good a right 
to be entitled a ^Hrue^^ average as the arithmetic. 

Another proposal is for the use of the median. Let the index 
numbers be made up, not by averaging, but by ascertaining mid- 
way points. Arrange the several price quotations for any year 
(reduced to a uniform basis as for the other methods) in nu- 
merical order, and then ascertain that figure which stands in the 
middle of the series — that figure on either side of which there 
is an equal number of quotations. For various sorts of obser- 
vations the median is thought by statisticians to be at least as 
significant as any average ; and tho comparatively unfamiliar, it is 
easy to use. Even more than the geometric mean, it prevents »an 
extremely high or low price of some one article, or of a very few 
articles, from having an undue influence on the index number.^ 

, 4 iTlius if a series of price quotations, reduced to a basis of 100, were 
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Entirely different is the improvement of the simpler method 
itself — the arithmetic mean — by account of the rela- 

tive importanca of the different articles ; or, as it is teehnically 
put, hf imighting the articles. A change in the price of wheat, 
for example, is of much more importance than a change in the 
price of wool. If wheat were to double in price, the purchasing 
""power of a given income would be seriously affected; if wool 
were to doul>Ie in price, much less. The varying importance of 
different eommoditlevS may be regarded in the construction of 
an index number by assigning weight to the commodities in the 
proportion of their consumption. If the community as a whole 
spends four times as much of its income on wheat as on wool, 
wheat may be counted as if it were four articles and wool as if 
it were one. If twice as much is spent on cotton as on wool, 
cotton may be counted as if it were two articles; while iron, 
on similar assumptions, may be counted as three. The prices 
used in the original illustration would then be made up into an 
index number as follows : — 



1900 

; 1901 ■ 

Weioht 

BaS30 

Pbxcb 

■Base 

Fexcbs 

Pebcentaob 
TO Base 

Weighted 
Change in 
P mcK 

Wheat . . 

4 

11.00 

400 

$1.25 

125 

600 

Cotton . . 

2 

.10 

200 

.10 

100 

200 

Wool . . . 

1 

.40 

100 

.36 

90 

90 

Iron . * . 

1 : ■ .'.S 

y 15.00 ' 

300 

20.00 

I33i ] 

400 

Total . . 

■ ■ ■ 10 " 

i, , 

1000 



1190 

Average , 



100 



119 


This weighted average indicates a rise in prices from 100 to 119, 
whereas the simple average indicated one from 100 to 112 only. 
And the weighted average is plainly the more significant ; since 

the median would be 100. If the last figure were not 120, but 150, the median 
would still be 100. 

There being in this series an odd number of figures, the median is the middle 
one. If there were an even number, the median would lie between the two middle 
figures, and would be in so far indefinite. But where there are many figures, as is 
always the case with price quotations, the median is sufficiently precise. 

For an illustration of divergence between the median and the arithmetic mean, 
see Chapter 23, p. 312. * 
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the higher prices of widely used articles like wheat and iron are 
more important than the lower price of the less used wool. 

Tho the weighted index number is clearly preferable, the appli- 
cation of this more refined method presents difficulties. It is 
not easy to ascertain the consumption or relative weight of the 
several articles, especially 'where a very large number (100 or 
more perhaps) are included in the list. Moreover, the consump-^ 
tion of the different articles varies. Changes in habits take 
place; one article may be much less used in 1910 than in 1900; 
how readjust the weight given it and the whole weighted index 
number ? These difficulties, and others that might be instanced, 
tho not insuperable, add to the complications of weighting. 

In regard to all these suggestions, whether for improvement in 
the arithmetic mean or for the use of a different mean, it must 
be borne in mind that no index number corresponds to a real 
thing. It is not like the mean of certain observations in natural 
science — such, for example, as those for measuring the distance 
between the earth and the sun — of which any one may err, 
but whose average will point to a single specific fact. An index 
number points to no single fact. It gives, to repeat, only an 
indication of the general trend of prices. People often speak 
and think loosely on this topic, as if an index number told the 
whole story once for all. There is no one change in prices. 
There is a medley of many changes, different in direction and 
degree. All that we can hope to secure by averaging and sum- 
marizing is some concise statement of the general drift. 

Now experience in the application of the various methods to 
the same sets of figures shows that the simple arithmetic mean, 
when applied to a sufficiently large number of price quotations, 
gives substantially the same results as more refined methods. If 
many articles are in the list, some of much importance, some of 
little, it is unlikely that all the important articles will fluctuate in 
one, direction and all the unimportant in another. If they did so 
(as in the example just given), weighting would be indispensable. 
But the fluctuations in fact are likely to be distributed among 
the several 'classes in much the same way. An unusual change 
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ia the price of a particular article^ whether it be consumed in 
large amounts or in small, will not affect greatly an average 
made up from many price quotations. And in practise it has 
been found that the simple unweighted average brings results not 
very different from those obtained after weighting. Similarly 
it has been found that the method of the median does not yield, 
’^or such fluctuations in prices as take place under a specie standard/ 
results substantially different from those of either the simpler or 
the weighted arithmetical mean. 

This similarity of outcome is illustrated by the following chart, 
showing the course of four index numbers reached in different 
ways, all based on the same quotations of prices.^ One repre- 

^ Compare what is said below, Chapter 23, p» 312. 

2 The four series are : — 

(1) The Departmoat of Labor’s arithmetic means, for prices of 250 arricles. 

(2) Professor W. G. Mitchell’s rearrangement of the same price figures : The 
Bureau’s list of commodities contains anomalies such as the inclusion of a single 
iSeries [of q;uotations] for wheat and ten for cotton sheetings ; two for hogs and three 
for glassware, etc. The re.sult is most unscientific weighting in what purports to 
be an unweighted index number. To remedy this obvious defect, X have combined 
the series for nearly identical articles, thereby reducing the number of series to 
145.” — /ournaL o/ Political Economy ^ May, 1910, p. 372; compare the same 
writer’s Gold, Prices, and Wayes undfn’ the Greenback Standard, p, 19. 

(3) The median for the same (145) series of quotations, as calculated by Professoi 
Mitchell* 

(4) A weighted index number for 50 staple articles, selected from among the 
250 (145) ; the weighting being on the plan of the Gibson index, but reviaed by 
Professor Mitchell. 

The figures of the four series are ; — 



I 

Arithmetic Mean 
OS' 250 Quota- 
tions / 

II 

Arithmetic Mean 
OP 115 Quota- 
tions 

III 

Meehan of 145 
Quotations 

IV 

Weiohteo Index 
Numbers prom 
50 Quotations 

1890 

112.9 

114.1 

112 

114.0 

1891 

111.7 

112.7 

111 

113.9 

1892 

106.1 

106.1 

107 

X05.1 

1893 

105.6 

105.0 

104 

105.2 

1894 

96.1 

95.6 

96 

93.9 

1895 

93,6 

92.8 

94 

93.9 

1896 

90.4 

88.8 

90 

86.6 

1897 

89.7 

88,7 ; 

91 

89.2 

1898 

93.4 

93.5 

94 

95.0 

1899 

101.7 

102.6 

100 

103.4 

1900 

110.5 

111,3 

109 

111.0 

1901 

108.5 

109.6 

107 

109.2 " 

1902 

112.9 

113.7 

110 

116.2 

1903 

113.6 

' 113.8 

111 

115.3 

1904 

113.0 

113.9 

112 

116.3 

1905 

115.9 

115.8 

114 

117.9 

1906 

122.5 

122.3 

119 

t 123.4 
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sents the simple arithmetic mean of 250 price quotations; the 
second, another arithmetic mean of the same prices consoli- 
dated into 145 quotations; the third, the median of these same 
145 quotations ; the fourth, a weighted index number of 50 among 
these commodities. The prices are at wholesale, in the United 
States, for the period 1890-1906 ; the “ base,” indicated by 100, is in 
each case the average (arithmetic mean) for the decade 1890-99. 
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\ § 3. , A rise in prices is of advantage to debtors; a fall in prices 

i is of advantage to creditorsr When prices go up in the interval 

; between the eontracting and the paying of a debt, the debtor, 

on returning to his creditor the amount of money borrowed, 
; returns less in the way of commodities^ Conversely, when prices 

■ go down in the interval, the debtor, on returning the same money, 

Ifetums more in the way of commodities. 

ii Most changes in prices are slow; from year to year there is 

I little variation. Most debts, on the other hand, are for short 

! periods of time. Hence fluctuations in general prices do not 

: ordinarily cause injustice or serious embarrassment. Even over 

I a period of several years the dealings between debtor and cred- 

! itor are usually carried on with sufficient equity. An index 

I number change of five per cent in a single year is unusual. Com* 

:? monly our observations must extend over two or three years 

I if we are to make sure that any general rise or fall is really in 

f progress. A change of five per cent or ten per cent, as registered 

{ in an index number, would probably be little noticed by most 

i debtors and creditors. Each would be concerned only with the 

particular articles bought or sold by him ; and these articles might 

I remain unchanged in price, or move in a different direction from 

the index numbers, or in different degree. It is only abrupt 
and marked changes in prices that disturb the usual approxi- 
mate equity of debt payments. Under a specie standard, such 
I changes take place rarely; this much is brought about by the 

I durability of specie and the consequent slowness of changes in 

I the total stock. Violent changes over short periods of time 

I are usually caused by resort to irredeemable paper money. There 

I is a sound basis for the attitude which most people take, of re- 

I garding specie as stable in value and of measuring incomes, posses- 

f sions, debts and credits, once for all in terms of money. 

I The case is different with debts having a long time to run. 

I As regards these, even under a specie regime, there is a considerable 

I possibility of injustice and hardship. In the course of twenty 

I years, possibly in the course of ten, marked changes in general 

I prices may occur, and with them marked injustice to debtors or to 

I 
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creditors, as the case may be. Tho obligations running over 
such a long period are not often eontracted by individuals, they 
are not uncommon on the part of corporations and of govern- 
ments. European governments, to be sure, when they borrow, 
usually do not undertake to repay the principal sum at any given 
date; they promise only the regular payment of a stipulated rate 
of interest. They reserve the option of repaying the principa^ 
(either at times expressly stated or at their discretion), but they 
need not repay unless it suits them* In such case they have a 
protection against loss from price changes, tho their creditors 
have none. The United States government has often borrowed 
on long time, and exposed itself to possible loss; a practise, how- 
ever, which has been kept within such moderate limits as not to 
forebode substantial difficulties. Many of our great corpora- 
tions, however, and especially the railway corporations, have 
borrowed quite without regard to possible price changes, and 
indeed also with complete disregard of possible changes in the 
rate of interest. Bonds have been issued payable after the lapse 
of forty, fifty, even one hundred, years, without provision for 
redemption in the interval. Who can say what will be the range 
of prices after the lapse of a century ? 

Such long-time obligations find a market because most invest-^ 
ors (like other people) think of the value of money as unchanging, 
and because they are glad to have an income, supposed to be 
fixed, guaranteed for a long time. Corporations, on the other 
hand, when they wish to raise great sums of money, adopt the 
devices which will entice the investor. Yet in such engagements 
both debtors and creditors take great and unpredictable risks. 
Under monetary systems as they now are, and are likely long to 
remain, these risks can be avoided only by restricting all loans 
to periods of a moderate number of years. 

§ 4. A different question of justice between debtor and creditor 
arises from the fact that money wages and other money incomes 
do not necessarily move in the same way as the prices of com- 
modities. In the preceding sections, it has been tacitly assumed 
that these two movements — ^of prices and of money incomes 
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~ are parallel. But one may kg behind the other ; or the move^ 
nients may be in opposite directions. 

Suppose, for example — to take the sort of case which for- 
tunately is most probable — that industry is progressing, the 
arts are advancing, the prosperity of the community growing. 
This means that real incomes are becoming larger ; that the com- 
Ihodities and utilities at the command of the community as a 
whole, and on the average for each person, are more abundant. 
The concrete way in which that abundance must show itself, 
where all transactions and all exchanges are carried on thru 
money, is in cheapness of goods relatively to incomes. Goods 
may become clieaper, money incomes remaining the same; or 
money incomes may become greater, prices remaining the same ; 
or some intermediate relation may appear. In any ease, prices 
and incomes will not move together. Relatively to prices, money 
incomes will rise. 

Thus, during the period of falling prices after 1873, money iu- 
come on the whole did not fall. The evidence to prove this re- 
lates chiefly to the familiar crafts and to unskilled or little skilled 
labor ; since eomparison of wages at different times is here easiest. 
Money wages on the whole did not fall after 1873 ; they rather 
tended to rise. So it was as to those rates of wages which are 
euphemistically called salaries — the pay of teachers, corpora- 
tion employees, public officials. The same upward tendency, 
or at the least stationary tendency, showed itself in the more 
irregular money incomes of professional and business men. With 
rising or stationary wages and incomes, and with falling prices, 
real incomes in terms of commodities and of utilities must have 
gone up substantially. Obviously, this was the natural outcome 
of industrial progress and cheapened production. That same 
outcome of progress and cheapness, however, must be expected 
to appear in a period of rising prices ; only in this case in a dif- 
ferent way. If prices advance, money incomes must advance 
at least as much, if real income is to remain the same. If the 
same fundamental forces are at work to promote progress and 
relative cheapness, wages and all money incomes must advance even 
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more than prices. If the increasing gold supply proves in fact to 
bring about continuously rising prices^ we must expect that this 
change will be accompanied by an even greater rise in money 
incomes.^ 

What, under such circumstances^ are/ the relations between 
debtors and creditors? With prices falling and incomes sta- 
tionary, debtors, paying their debts with the same amount di 
money, repay to creditors more in the way of commodities. This 
may be called repayment according to a labor standard. It 
is iriie that the debtor pays back more commodities than he 
got; but those commodities represent the same money income 
and (presumably) the same amount of labor as before. It may 
be fairly argued that the debtor suffers no injustice, if at the 
time of repayment he has the same money income as when he 
contracted the debt. The creditor simply shares in the greater 
cheapness of commodities due to improved production. Suppose, 
on the other hand, that there are stationary prices and rising 
incomes. The debtor, paying back the same money, pays back 
also the same commodities. It may again be fairly argued that 
the creditor suffers no injustice. He gets back precisely what 
he lent, in terms both of money and of goods. He can be said 
to suffer hardship only in that he fails to share the full advantage 
of progress. He does not experience, as others do, rising receipts 
with stationary expenses. The results in the two cases are dif- 
ferent; yet in each it may be plausibly argued that the out- 
come is just, or at least not unjust. 

It is fortunate that this intricate question of justice does not 
present itself in such a way as to involve the likelihood of any 
serious departure from the familiar and accepted principles of 
equity in debt payments. As a rule, movements in general prices 
proceed slowly, and therefore do not entail serious injustice as re- 

1 Long-run ejects are here had in mind, and especially those longrrun effects 
which are to be expected from steady gains in the efl8.oiency of industry. The 
proximate effect of increasing gold supply, as pointed out in the next section, is 
to cause prices to rise faster than the wages of hired laborers (tho not faster than all 
mon^ incomes) , It is only in the long run that this effect may be counteracted by 
that of cont&ued imDrpvement in the arts. 
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gards most debts ; hmm the relative elianges of prices, money, and 
money incomes proceed slowly. Thus tlie inverse movement of 
wages and prices between 1S73 and ISfM], rt^fciTcd to a moment ago, 
could be observed only after earefiil observation of live-year and 
ten-yefir periods. Again, if rising prices are accompanied by 
money ' incomes rising still, more, tiiiB change also comes, slowly 
ilhd gradually, as the ultimate result of the irregular march of 
improvements in prodiiction. 

If it be asked, none the less, wdueli of these two situations — 
■stationary incomes w^ith falling prices, or rising' incomes 
stationary prices — brings the more equitable adjustment of 
the relations between debtor and creditor, the answer cannot be 
given ■with ready assiiraiice. The problem involves a considera- 
tion of the whole problem of the right distribution of w^ealtli, and 
more particularly the question whether equal return for equal 
labor is the right basis for dealings between man and mand In 
this case, as in most others, we content if the outcome 

is satisfactory on the wdiole; if clear Injustice is avoided, even 
tho that wdiicH is ideally just be not attained. 

§ 5. It might seem that, barring the effects on debtors and 
creditors, rising or falling prices and wages are not of consequence. 
It is certainly of no consequence wliether a community reaches 
finally a stage of high rates or of low rates. The only difference in 
the end is wdiether many counters or few shall be used in exchanges. 
But the process of reaching the end may bring results of its own. 
It is maintained by many that tlie transition to higher prices brings 
good results, the transition to lower piices bad results. 

Periods of rising prices are, in fact, commonly periods of pros- 
perity. In part, to be sure, that prosperity is rather apparent 
than real People so habitually reckon their incomes and re- 
sources in terms of money that they think themselves better off 
when money incomes go up. They disregard, for a time at least, 
the fact that their expenses go up also. But it is not merely 
a matter of deceptive appearances. The business class feels 
a stimulus from rising prices; and so long as the management 

^ See Chapter 66, § 8. '® 
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of industry is in the hands of the business class, that which stimu- 
lates its members to activity commonly acts as a real stimulus 
to productive industry. In part, no doubt, the effect on business 
men, as on others, is psychological. They think they are gaining 
when prices rise, whether in fact they do or do not gain as regards 
the purchasing power of their incomes ; and this appearance 
of gains spurs them to activity. But they secure also real said 
substantial advantages. 

These advantages do not arise chiefly from the fact that busi- 
ness men are debtors. They are both debtors and creditors. It 
it true that in relation to the investors they are debtors. But 
the men of large affairs — the wholesale merchants, the manu- 
facturers, the bankers — are creditors quite as much as debtors, 
in relation to the rest of the community ; and it is tlie large- 
scale men who give the tone and temper to the business class. 

The chief explanation of the optimism and activity which 
business men in general show in times of rising prices is found in 
the relation which they as a class hold to the laborers as a class. 
At bottom their main operation is to hire laborers ; and they hire 
laborers to advantage at such times, because the prices of com- 
modities go up faster than money wages. 

(.That wages go up more slowly than prices is one of |he best- 
attested facts in economic histor;^ It holds good of almost 
all sorts of hired persons — not oiily manual laborers, but clerks, 
overseers, teachers, salaried officials. It is due mainly to the 
I Joree of custom, which is especially strong as to wages; and it 
is strengthened often by the lack of bargaining power among 
^ laborers. It is connected with many peculiarities in the deal- 
ings between employers and employees, and especially with 
the position of the employer as feeling the brunt of any industrial 
change. Of the fact there can be no question ; when prices rise, 
the wages of hired workers do not rise as fast. 

As has been already said, and will be more fully explained at 
a later stage, the operations of capitalists as a class, and of busi- 

^ Of all these tnatters, more is said in the chapters on Business Profits and Wages, 
in Chaptarar49, 50, 52. Cp. also Chapter 5, § 5. 
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iiess j'peii as the managers of investment, are resolvable into a' 
snecessicm of advances to laborers* Their total expenses con- 
sist in the last analysis in a series of wages payments. To the 
extent that prices of commodities advance faster than expenses 
for the labc>r they buy, the payers of wages gain. 

It is familiar experience that those business men gain most 
it periods of rising prices wdiose operations involve in largest 
degree tlie payment of wages, Tlie mere trader or .merchant 
usually gains least ; tlie prices of the things he buys go up almost 
as fast as the prices of the things he sells, i. The manufacturer 
who buys few materials, and whose expenses are chiefly in the 
direct purchase of labor, p" ofits most of all. ? Such for example 
is the situation of a higldy integrated enterprise like the United 
States Steel Corporation, which hires laborers directly ^ to dig 
iron ore, mine coal, convert the coal into coke, transport these 
materials, smelt and shape the iron and steel When the prices 
of the iron and steel go up, it gains hugely, since its main outlay, 
for wages payments, is nearly stable. Those iron and steel makers, 
however, who have to buy iron ore, or coal and coke, gain com- 
paratively little; the prices of their materials go up as fast or 
nearly as fast as the prices of their products. The business man 
who is nearest the ground, so to speak ^ — ‘nearest the laborer 
— profits most from the relative stability of wages. 

Conversely, the business class as a whole commonly loses in 
periods of falling prices. Then, since the same forces tend to 
keep wages stable, a fall in prices brings loss. Probably wages 
feel the effect of falling prices less slowly than they do those 
of rising prices. The employees superior bargaining power 
enables him more readily to stave off the loss, just as it aids him 
in reaping the gain. But some loss there is, for the same funda- 
mental reason — on him falls the first effect of any change. 

Whatever the business class thus gains in periods of rising 
prices may appear to be obtained at the cost of others; and 
conversely as to their loss from falling prices. What the em- 

i That is, thru its subsidiary corporations. Between the subsidiary coiporations 
there is nominal purchase of materials, « 
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ployers gain (in the first case), the laborers would seem necessarily 
to lose. And it is true that the activity and prosperity of flush 
times are a doubtful boon to the laborers.^ But in one respect they 
seem really to gain; employment is more constant, for the pace 
of industry is more even as well as more quick. Periods of fall- 
ing prices are more likely to be periods of slackened enterprise 
and irregular employment. The energy and eonsecutivenese* 
of operation depend largely on the temper of the business class. 
They are the leaders, and on them hopes and fears depends the 
course of modern industry. The gains which are reaped by them 
in times of rising prices may be needlessly high, and out of pro- 
portion to their services to society; but in return something 
is got in the way of unhesitating and sustained activity. 

The effects of falling and rising prices on business profits are 
modified in that complex case, referred to in the preceding section, 
where prices and money incomes do not move together. If 
there be, in consequence of general improvements in the arts, 
falling prices but stationary money incomes, it would seem that 
no depressing influence will be felt in business circles. 
concerns the business man is not price per unit of product, but 
total receipts from his output compared with total outlays for 
that output. jHe may pay out as much per unit of labor, and 
receive less per unit of product, and yet may make profits be- 
cause there is more product per unit of labor — this being the 
result of greater effectiveness in the processes of industry. On the 
other hand, if there be rising wages and rising prices, tho prices 
rising in the end less high — the sort of movement which is 
likely to appear when there is growing efficiency of industry and 
at the same time rapid increase in the money supply — the busi- 
ness class will feel an exhilarating influence no less than in the 

^ It may happen that money wages do not overtake at all the advance in prices. 
Such seems to have been the result of the great price revolution of the sixteenth 
century. When this had run its course, prices (of food, at least) had risen more 
than money wages, and commodity wages had definitely fallen. 

On the other hand, during the war of 1914-18, money wages in the United States, 
tho they failed to rise as fast as prices in the earlier stages, kept pace with prices 
in the later. As is pointed out below (Chapter 23, § 6), the monetary phenomena 
of that time ajrd indeed almost all its economic phenomena, were unexampled. 



